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CHAPTER 7

COMPLETING THE AUDIT
7.000

INTRODUCTION

7.0 01 Completing the audit is often the most critical, yet most underestimated, phase of the audit in
terms of the amount of time required and its importance to meeting the audit objectives. Good engagement
"wrap-up" involves more than just the administrative tasks that first come to mind; it requires summarizing
and evaluating audit findings, determining that the proper opinion and other reports are issued, performing
a final review of the financial statements, and ensuring that the audit procedures and working papers
conform with authoritative standards, as well as the firm's quality control policies and procedures.
7.0 02

The procedures involved in completing the audit should include:
• Performing final analytical procedures.
• Obtaining legal letters.

• Performing subsequent events procedures.
• Summarizing and evaluating possible journal entries.
• Obtaining written management representations.

• Communicating to the organization:
— reportable conditions.
— errors and irregularities.

— illegal acts.
— certain other matters (if SAS No. 61, Communication with Audit Committees, applies to
the organization).
• Preparing financial statements and auditor's reports.
• Completing the review of assistants' work.
• Completing the Technical Review (if required)
• Consulting with others in resolving certain issues.
• Completing performance appraisals and final time summary.
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7.003 Except for completing performance appraisals and final time summary, these procedures should
be performed before engagement personnel leave the client's offices. The procedures and the applicable
authoritative literature are discussed in the following sections.

7.100

ANALYTICAL PROCEDURES

7.101 As discussed in Chapter 3, analytical procedures are required to be performed in planning the
nature, timing, and extent of auditing procedures. Chapter 6 discusses how analytical procedures are used
as substantive tests to obtain evidential matter about particular assertions related to account balances and
classes of transactions.
7.102 SAS No. 56, Analytical Procedures (AU 329.04), also requires the use of analytical procedures
"as an overall review of the financial information in the final review stage of the audit." Paragraph 22 of
SAS No. 56 (AU 329.22) says:

The objective of analytical procedures used in the overall review stage of the audit is to
assist the auditor in assessing the conclusions reached and in the evaluation of the overall
financial statement presentation.
7.103 Overall review procedures generally include reading the financial statements and notes and
considering:
• Whether evidence gathered during the audit as to unusual or unexpected balances was
adequate, and
• Whether there are any unusual or unexpected balances or relationships not identified during
the audit.

The results of these procedures may require the auditor to perform additional tests.
7.104 Documentation of the overall review need not be elaborate. In fact, signing a program step
indicating that the review was performed, with a conclusion as to the results of the review, may be
sufficient. However, if the results of the overall review indicate that additional procedures must be
performed, the authors recommend that such procedures be documented in a separate memo or working
paper.
7.105 The review should be performed by someone familiar with all aspects of the engagement; generally
they are performed by the in-charge. However, the engagement partner may be in a better position to
provide a critical and objective review of the financial presentation.
7.106 The Engagement Performance Review Checklist in section 7.908 contains a step that requires
performance of the overall review.

7.003

9/95

CREDIT UNION AUDIT MANUAL

7.200

7-7

OBTAINING LEGAL LETTERS

7.201 SAS No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments (AU
337), provides guidance to the auditor in (1) identifying litigation, claims, and assessments, (2) determining
that such matters are appropriately reflected in the financial statements, and (3) issuing the appropriate
auditor's report.
7.202

The auditor's procedures for identifying litigation, claims, and assessments should include:

• Inquiring of and discussing with management the policies and procedures for identifying,
evaluating, and accounting for litigation, claims, and assessments.
• Obtaining from management a description and evaluation of litigation, claims, and assessments
that existed at the balance-sheet date and up to the date the information is furnished (which
should be the auditor's report date), including matters referred to legal counsel, and assurance
from management that all matters required to be disclosed by SFAS No. 5, Accounting for
Contingencies, have been disclosed.
• Examining the client's documents concerning litigation, claims, and assessments.
• Obtaining assurance from management that it has disclosed all unasserted claims that the
lawyer has advised them are probable of assertion and must be disclosed in accordance with
SFAS No. 5. (This assurance is generally stated in the client's letter of inquiry to the
lawyers.)

7.203 The auditor should be aware that certain other procedures performed for different purposes may
also uncover litigation, claims, and assessments, including:
• Reading minutes of meetings of the board of directors, and appropriate committees held during
and subsequent to the period being audited.
• Obtaining information concerning guarantees from bank confirmation forms.
• Inspecting other documents for possible guarantees by the client.

7.204 A letter of inquiry to the client's legal counsel is the auditor's primary means of obtaining cor
roborating evidence of the information provided by management about litigation, claims, and assessments.
This letter of inquiry and the lawyers' responses are so important that the client's refusal to send the letter
or the lawyer's refusal to respond fully would be considered a limitation on the scope of the audit.
7.205 Letters should be sent to all lawyers who devoted substantial attention on behalf of the client to
pending or threatened litigation and asserted or unasserted claims and assessments in the form of legal
consultation or representation. A review of the client's correspondence with its lawyers, the lawyers'
billings for services, and prior year's working papers are good sources of information for identifying the
lawyers to whom letters of inquiry should be sent.

7.206

SAS No. 12 (AU 337.09) lists the following matters that should be covered in the letter of inquiry:
a. Identification of the organization and the date of the audit.

9/95

7.206

7-8

CREDIT UNION AUDIT MANUAL

------------------------------------------------------------------------- ------------------------------------------------------

b. A list prepared by management (or a request that the lawyer prepare the list) that describes
and evaluates pending or threatened litigation, claims, and assessments that the lawyer has
been engaged to handle, and to which the lawyer has devoted substantial attention on behalf
of the organization.
c.

A list prepared by management that describes and evaluates unasserted claims and assessments
that management considers to be probable of assertion and that, if asserted, would have at
least a reasonable possibility of an unfavorable outcome to which the lawyer has devoted
substantial attention on behalf of the organization.

d. As to each matter in item b., a request that the lawyer either furnish the following or comment
on matters as to which his or her views may differ from those stated by management:
(1) A description of the nature of the matter, the progress of the case to date, and the action
the company intends to take.

(2) An evaluation of the likelihood of an unfavorable outcome and an estimate, if possible,
of the amount or range of potential loss.

(3) With respect to a list prepared by management, an identification of the omission of any
pending or threatened litigation, claims, and assessments or a statement that the list of
such matters is complete.
e.

As to each matter in item c., a request that the lawyer comment on those matters to which his
or her views about the description or evaluation of the matter differ from those stated by
management.

f.

A statement by management that they understand that whenever, in the course of performing
legal services regarding a matter recognized to involve an unasserted possible claim or
assessment that may require financial statement disclosure, the lawyer has formed a
professional conclusion that management should disclose or consider disclosing the possible
claim or assessment, the lawyer will so advise management and consult with management
about the disclosure and applicable requirements of SFAS No. 5.

g.

A request that the lawyer confirm whether the understanding described in item f. is correct.

h. A request that the lawyer specifically identify the nature of and reasons for any limitations on
his or her response.
Other Considerations in the Letter

7.207 Immaterial Matters. To avoid requiring the lawyer to respond to clearly immaterial matters,
many auditors will have the client include in the letter of inquiry an instruction that the lawyer need address
only matters exceeding a specified dollar amount. This amount should be mutually agreed upon by the
client and the auditor.

7.207
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7.208 Timing of Letter and Response. Generally, letters of inquiry are sent at the beginning of year
end field work to give the lawyers adequate time to respond. Many auditors have the client specify the date
of the lawyer's response, because SAS No. 1, Section 560, Subsequent Events (AU 560), requires the
auditor to inquire of the client's lawyer about litigation, claims, and assessments for the period from the
balance-sheet date through the date of the auditor's report, which is generally the date of completion of
field work. The specified date is generally slightly before the completion of field work to allow the auditor
adequate time to evaluate the responses. As a practical matter, if the lawyer's response is dated more than
two weeks before the completion of field work, the auditor may decide to obtain an oral update directly
from the lawyer. The results of this oral response should be documented.
7.209 Request for Unpaid and Unbilled Fees. To obtain information about unrecorded liabilities, many
auditors have the client include a request that the lawyer indicate the amount of any unpaid or unbilled fees
as of the balance-sheet date.
7.210 If the auditor becomes aware that the client's lawyers have resigned or have been changed either
during the year or subsequent to year-end, the auditor should inquire as to the reasons for the resignation.

7.211 The in-charge and partner should carefully read and evaluate responses to determine that all
significant litigation, claims, and assessments have been properly accounted for and disclosed, and to
identify any limitations of the response, either expressly or by omission. Conclusions should be
documented by the in-charge and reviewed by the partner. Illustrative inquiry letters to legal counsel are
included in sections 7.901 and 7.902.

7.300

SUBSEQUENT EVENTS

7.301 Completing the audit includes performing certain procedures to identify whether any events have
occurred since the balance-sheet date that would require adjustment to or disclosure in the financial
statements. SAS No. 1, Section 560, Subsequent Events (AU 560.12), says:
The independent auditor should perform other auditing procedures with respect to the period after
the balance-sheet date for the purpose of ascertaining the occurrence of subsequent events that may
require adjustment or disclosure essential to a fair presentation of the financial statements. . . .
These procedures should be performed at or near the completion of the field work.
7.302

Procedures the auditor should perform to identify and evaluate subsequent events include:
• Read the latest available interim financial statements, compare them with the financial
statements being reported on, and make any other comparisons considered necessary. The
auditor should determine whether the interim statements have been prepared on the same basis
as that used for the audited financial statements.
• Inquire of and discuss with management and board members having responsibility for financial
and accounting matters as to:

— The existence of any substantial contingent liabilities or commitments at the balance-sheet
date or at the date of inquiry.
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— The current status of items that were accounted for on the basis of tentative, preliminary,
or inconclusive data.

— Any unusual adjustments made during the period from the balance-sheet date to the date
of inquiry.
• Read the available minutes of meetings of members, directors, and committees.
• Inquire of the client's legal counsel concerning litigation, claims, and assessments.
• Obtain a representation letter from the client that includes a statement about whether any
events have occurred subsequent to the balance-sheet date that, in the client's opinion, would
require adjustment to or disclosure in the financial statements.
• Make any other inquiries or perform other procedures considered necessary to dispose of
questions that arise in carrying out the above procedures.
• Inquire about any regulatory examinations.
7.303 To document performance of these procedures, a Subsequent Events Review Program-Credit
Unions is included in section 7.903.

7.400

SUMMARY OF POSSIBLE JOURNAL ENTRIES

7.401 SAS No. 22, Planning and Supervision (AU 311), requires the consideration of an overall
materiality limit during planning. SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AU
312), requires the subsequent evaluation of misstatements by comparing the known, but unadjusted, and
the estimated or projected misstatements, to the overall materiality limit. Auditors should think of
materiality as a constantly evolving benchmark, rather than as a fixed amount calculated at the beginning
of the engagement and carried through to its completion. Materiality should be revised as necessary during
the course of the audit as new information arises and as the context in which materiality is used changes.
The Summary of Possible Journal Entries Form is designed so that the auditor can subjectively consider
whether the effects of possible journal entries are material to the financial statements as a whole.

7.402 The Summary of Possible Journal Entries Form in section 7.904 should be used to evaluate the
effect of unadjusted misstatements on the financial statements.
7.403 The following types of misstatements should be included in the Summary of Possible Journal
Entries Form:

• Known but unadjusted misstatements.

• Projected misstatements from sampling applications.
• Estimated misstatements from predictive analytical procedures.

Misstatements From the Prior Year
7.404 Often overlooked is the consideration of misstatements detected in the prior year that affect the
current year. For example, assume last year's Summary of Possible Journal Entries Form included an item
7.303
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representing a $500 overstatement of prepaid insurance and an understatement of insurance expense. This
item should also be posted to the current year's form because it affects the current year's insurance
expense. Therefore, the prior year's Summary of Possible Journal Entries Form should be reviewed for
any items that may have an effect on the current year's financial statements, and such items should be
posted to the current year's form.

7.405 In considering the effects of prior year’s possible journal entries on the current year’s financial
statements, be alert for items that carry over and accumulate from year to year, such as an understatement
of the prior year’s allowance for bad debts of $10,000 that has increased to $15,000 in the current year.
Even though such misstatements may be immaterial to the current and prior year’s income statements and
balance sheets, the author recommends that you urge your clients to correct such misstatements before they
become material.
Establishing Thresholds for Posting
Unadjusted Misstatements
7.406 Some firms establish a predetermined dollar threshold above which misstatements should be
recorded as adjusting entries, and below which misstatements should be posted to the Summary of Possible
Journal Entries Form as unadjusted misstatements. Often such a threshold results from the client's desire
to record all misstatements detected during the audit that exceed a certain dollar amount. Other firms
prefer to not establish such a threshold because they believe this decision should be based on the nature or
sensitivity of the accounts affected by the misstatement.

7.407 To avoid posting clearly inconsequential misstatements, many firms also establish a threshold
below which items are not to be posted to the Summary of Possible Journal Entries Form. In other words,
they establish a minimum dollar amount that a misstatement must exceed to qualify for posting to the
Summary. For example, if this minimum amount were $10.00, and a $9.00 misstatement is detected in
cash, the misstatement would be noted in the cash workpapers, but not posted to the Summary of Possible
Journal Entries Form. This process can often save valuable engagement time.

Using the Summary
7.408 The Summary of Possible Journal Entries Form should be prepared for all audit engagements by
the in-charge and reviewed by the engagement partner. (The Summary of Possible Journal Entries Form
is included on the complementary disk in Lotus 1-2-3 - release 3.1 with Wysiwyg or release 3.4 and higher.
If you do not have access to Lotus 1-2-3, you may copy the Form included in section 7.904 for inclusion
in your workpapers.)
7.409 The overall materiality limit obtained from the Materiality Computation Form (Chapter 3, section
3.707) should be indicated in the space provided. Also, the dollar value over which misstatements should
be posted to the Form should be indicated in the space provided.
7.410 The Summary of Possible Journal Entries Form has been designed to permit the evaluation of the
effect of unrecorded misstatements on both the financial statements taken as a whole and on key
components of the financial statements.
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---------------------------------------------------------------------------------- -----------------------7.411 The Form is designed to permit easy evaluation of misstatements by key components of the
financial statements, such as assets, liabilities, members'equity, and the income statement. Misstatements
should be posted to the Form in the appropriate columns (for Lotus 1-2-3 formulas, debits should be
positive amounts and credits should be negative amounts).
7.412 Misstatements affecting the income statement are further broken down into three categories:
known, estimated, and projected. "Known" misstatements are those for which the amount of the error is
relatively certain. Such misstatements are often supported by highly reliable evidence, such as third-party
documents. An example of a known misstatement would be a failure to record an invoice for repairs
expense. Such an item would be posted to the Form as a debit (positive amount) in the "Known
Misstatements" column and a credit (negative amount) in the "Liabilities" column.
7.413 As the term implies, "estimated" misstatements, are items for which the amount of the misstatement
must be estimated. For example, if the auditor believes, based on prior collection history, that the client's
allowance for loan losses is understated, the auditor would determine (with the client's assistance and input)
the additional allowance needed, and would post this estimate to the Form as a debit (positive amount) in
the "Estimated Misstatements" column and a credit (negative amount) in the "Liabilities" column.

7.414 "Projected" misstatements arise from projecting sampling errors to the sampling population (see
the Audit Sampling Evaluation Form — Tests of Balances Sampling, section 4.506). For example, if a
$1,000 accounts receivable misstatement is found in a sample of 10% of the population, the projected
misstatement would be $10,000 (posted as a debit to the "Assets" column and a credit to the "Projected
Misstatements" column). It is important to distinguish between the different types of income statement
misstatements to aid in assessing the overall impact the unrecorded misstatements have on the financial
statements. The "Total" column in the income statement section represents the sum of the known,
estimated, and projected misstatements in the income statement columns.

7.415 After all possible journal entries have been posted to the Form and reviewed by the engagement
partner, they should be discussed with the client. All entries subsequently recorded by the client should
be removed from this Form and recorded on the trial balance so that only unrecorded entries remain on
the Form. The columns for each key component should be totaled and then compared to the corresponding
financial statement amounts. The total unrecorded misstatements should be compared to the financial
statement totals as a whole and by key component.
7.416 Concluding on the effect of misstatements on the financial statements is a matter of judgement and
generally involves considering the nature of the misstatements (known, estimated or projected), overall
materiality, and their impact on the financial statements taken as a whole. In instances when net income
approaches zero, other factors may be considered, such as the effect of the misstatements, on members'
equity, whether recording the adjustment to correct the misstatements would cause net income to become
a loss, and historical earnings trends of the entity.

Practice Tip:

Because professional judgment is needed to assess materiality and the effects that misstatements have
on the financial statements, it is very important that the engagement partner participate in completing
the Form. The partner therefore, should review each possible journal entry, as well as the final
conclusion.
7.411
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7.417 Adjustments would be proposed after considering the aggregate effects of all of the misstatements.
If there are no known, projected, or estimated misstatements, this fact should be documented on the
Summary of Possible Journal Entries Form.
7.500 CLIENT REPRESENTATIONS

7.501 The purpose of a client representation letter is to document oral and written representations made
by the client to engagement personnel during the course of the engagement, including representations made
through the financial statements. While representations are not a substitute for applying necessary auditing
procedures, they are considered an important part of the evidential matter an auditor must obtain. Further,
the auditor should discuss the letter with the client since the client needs to understand the significance of
the letter rather than making the letter a mere formality. Management's refusal to sign the representation
letter constitutes a scope limitation. In such situations, the auditor would issue a qualified or disclaimer of
opinion. The authors believe that, in most cases, auditors should disclaim an opinion, because
management's refusal to sign the representation letter indicates that all other written and oral
representations made during the audit cannot be relied on.

7.502 SAS No. 19, Client Representations (AU 333), establishes a requirement that the independent
auditor obtain written representations from management on all audit engagements. It does not specify the
form and content of a client representation letter; however, AU 333.04 provides a detailed listing of
representations the auditor should consider obtaining. Those that apply to most credit union engagements
include:
• Management's acknowledgement of its responsibility for the fair presentation of the financial
statements.

• Availability of all financial records and related data.
• Completeness and availability of all minutes of meetings of the board of directors and
supervisory committee.

• Absence of errors in the financial statements and unrecorded transactions.
• Information about related-party transactions.

• Information about subsequent events.
• Irregularities involving management or employees.

• Communications from regulatory agencies concerning noncompliance with, or deficiencies in,
financial reporting practices.
• Plans or intentions that may affect the carrying value or classification of assets or liabilities.
• Disclosure of compensating balance or other arrangements involving restrictions on cash
balances, and disclosure of line-of-credit or similar arrangements.
• Satisfactory title to assets, liens on assets, and assets pledged as collateral.
• Agreements to repurchase assets previously sold.
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• Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.
• Other liabilities and gain or loss contingencies that are required to be accrued or disclosed by
SFAS No. 5.
7.503 In addition to these representations, Chapter 2 of the AICPA Audit and Accounting Guide, Audits
of Credit Unions (with conforming changes as of May 1, 1994), indicates that the auditor should consider
obtaining representations concerning the following:

• The credit union has made available all regulatory or examination reports, supervisory
correspondence, and similar correspondence from applicable regulatory agencies.
• Other-than-temporary declines in the values of securities and other investments have been
properly reported in the financial statements.

• Commitments to purchase or sell securities have been adequately disclosed in the financial
statements, where appropriate.
• The credit union has complied with appropriate laws and regulations.
• Proper disclosure has been made regarding the nature, terms, and credit risk of financial
instruments with off-balance-sheet risk.

• Proper disclosure has been made about financial instruments and significant individual or
group concentrations of credit risk.
• Sales with recourse have been adequately disclosed in the financial statements.

7.504 The client representation letter should be dated as of the date of the auditor's report and signed
by at least the chief financial officer of the credit union. A sample client representation letter is shown in
section 7.905. This letter should be tailored to fit the circumstances of each engagement. Care should be
exercised to include representations of the client relative to high risk areas such as holding intent of
securities and specific provisions for losses on loans.

7.600

REQUIRED COMMUNICATIONS

Overview
7.601 Several SASs require that certain matters be communicated to clients. The following is a summary
of these requirements for audits conducted in accordance with generally accepted auditing standards
(GAAS):
• SAS No. 60, Communication of Internal Control Structure Related Matters Noted in an Audit
(AU 325), requires that auditors communicate deficiencies in the design and operation of the
entity's control structure (referred to as "reportable conditions") that could adversely affect the
organization's ability to record, process, summarize, and report financial data consistent with

7.503
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management's financial statement assertions regarding existence or occurrence, completeness,
rights and obligations, valuation or allocation, and presentation and disclosure.

• SAS No. 53, The Auditor's Responsibility to Detect and Report Errors and Irregularities (AU
316), and SAS No. 54, Illegal Acts by Clients (AU 317), require auditors to report any
irregularities and illegal acts (unless they are clearly inconsequential) the auditor becomes
aware of during the course of the audit.
• SAS No. 61, Communications with Audit Committees (AU 380), specifies certain audit-related
matters that auditors should communicate to their clients.

7.602 Although the title of SAS No. 61 seems to indicate that it only applies to entities that have audit
committees, it in fact applies to any entity that has formally designated oversight of the financial reporting
process to a group equivalent to an audit committee, such as a finance or budget committee. Because
supervisory committees almost always fulfill this role in a credit union, auditors of credit unions are
generally required to communicate the matters discussed in SAS No. 61 (see section 7.618).
7.603 Persons to Whom Communications Should be Directed. Communications under the four SASs
listed above should be directed to the audit committee, or if there is no audit committee, to the individuals
with equivalent authority, such as the board of directors. As mentioned above, the SAS No. 61
communication is not required if there is no formally designated group responsible for overseeing the
financial reporting process; however, communications of internal control structure related matters and
irregularities and illegal acts are required even if the organization does not have an audit committee.
7.604 Must the Communications be in Writing? The communications required under SAS Nos. 53,
54, 60, and 61 may be either oral or written. Oral communications should be documented in the working
papers. Written communications should indicate that they are solely for the use of the board of directors,
audit committee, supervisory committee, or, if appropriate, management.

7.605 The required communications are generally made at the end of the audit. However, if the matter
is significant or requires immediate corrective action, the auditor may want to communicate the matter
before the end of the audit. The Engagement Performance Review Checklist in section 7.908 contains a
step to remind engagement personnel that these communications must be made.
Internal Control Structure Related Matters

7.606 As mentioned in section 7.601, as a part of an audit in accordance with GAAS, an auditor must
communicate to the client reportable conditions noted in an audit. SAS No. 60, Communication of Internal
Control Structure Related Matters Noted in an Audit (AU 325.02), explains that reportable conditions:
... are matters coming to the auditor's attention that, in his judgment, should be
communicated to the audit committee because they represent significant deficiencies in
the design or operation of the internal control structure, which could adversely affect the
organization's ability to record, process, summarize, and report financial data consistent
with the assertions of management in the financial statements. Such deficiencies may
involve aspects of the internal control structure elements of (a) the control environment,
(b) the accounting system, or (c) control procedures.
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7.607 SAS No. 60 establishes two categories of reportable conditions: deficiencies in the design of the
internal control structure, and deficiencies in the operation of the internal control structure. Design
deficiencies relate to inadequate or absent control structure policies and procedures that could adversely
affect the entity's ability to record and report financial information. For example, a design deficiency
could exist in a credit union if it does not have policies and procedures that require appropriate segregation
of duties among those who approve securities transactions, those who have access to securities, and those
who post to or reconcile investment securities records. A deficiency in the operation of the control
structure occurs when the entity has designed appropriate control policies and procedures, but they are not
being followed or they are ineffective. Using the example above, an operational deficiency would occur
if the credit union's policies and procedures require a segregation of the three duties, but in fact only one
person performs all three functions.
7.608 Material Weaknesses. Some reportable conditions may be of such a magnitude that a material
error or irregularity could occur and not be detected timely by employees in performing their normal
assigned functions. These reportable conditions are considered material weaknesses. Many auditors
separately identify material weaknesses from other reportable conditions in their written communications,
either because the client asks them to do so or because they want to emphasize the conditions; however
SAS No. 60 does not require that an auditor separately identify material weaknesses in the report on
reportable conditions.
7.609 Operations and Management-Related Matters. SAS No. 60 also recognizes that an auditor
may identify other matters during the course of the audit that would benefit management or the audit
committee that are not reportable conditions. For example, the auditor may want to communicate to
management suggestions for improving operational and administrative efficiencies. In communications that
contain both reportable conditions (see section 7.606) and other matters, each should be clearly identified.

7.610

Reporting Requirements. The report on reportable conditions in accordance with GAAS should:

• Indicate that the purpose of the audit was to report on the financial statements and not to
provide assurance on the internal control structure.
• Include the definition of reportable conditions.
• Include the restriction on distribution that states that the communication is intended solely for
the information and use of the audit committee, management, and others within the credit
union.
To avoid misunderstandings, a written communication indicating that no reportable conditions were noted
during the audit should not be issued.

7.611 The following is a sample report on reportable conditions based on the guidance in SAS No. 60
(AU 325.12):
In planning and performing our audit of the financial statements of the ABC Credit Union
for the year ended December 31, 19XX, we considered its internal control structure in
order to determine our auditing procedures for the purpose of expressing our opinion on
the financial statements and not to provide assurance on the internal control structure.
However, we noted certain matters involving the internal control structure and its
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♦ ---------------------------------------------------------------------------------------------------------operation that we consider to be reportable conditions under standards established by the
American Institute of Certified Public Accountants. Reportable conditions involve
matters coming to our attention relating to significant deficiencies in the design or
operation of the internal control structure that, in our judgment, could adversely affect
the credit union's ability to record, process, summarize, and report financial data con
sistent with the assertions of management in the financial statements.
(Describe the reportable conditions noted.)
This report is intended solely for the information and use of the audit committee (board
of directors), management, and others within the credit union (or specified regulatory
agency or other specified third party).

A sample report on reportable conditions is shown at section 7.906.
7.612 When reportable conditions have been identified but none is deemed a material weakness, the
auditor may use the following format for a written communication:

(Include the first paragraph of the report illustrated in section 7.611.)
(Describe the reportable conditions noted.)

A material weakness is a reportable condition in which the design or operation of one or
more of the internal control structure elements does not reduce to a relatively low level
the risk that errors or irregularities in amounts that would be material in relation to the
financial statements being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions.

Our consideration of the internal control structure would not necessarily disclose all
matters in the internal control structure that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also
considered to be material weaknesses as defined above. However, none of the reportable
conditions described above is believed to be a material weakness.
(Include the final paragraph from section 7.611 above.)

A sample report on reportable conditions that also identifies material weaknesses is shown at section 7.907.
7.613 The Internal Control Structure Reportable Conditions Form included in section 5.500, Chapter 5
is provided to accumulate the reportable conditions identified during the course of an audit. The
Engagement Performance Review Checklist in section 7.908 contains a reminder to perform this com
munication before the engagement is completed.
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Errors, Irregularities, and Illegal Acts
7.614 Audit planning involves assessing the risk that errors, irregularities, and illegal acts having a direct
effect on financial statement amounts may occur and cause the financial statements to contain a material
misstatement. The auditor's responsibility to assess this risk and design appropriate auditing procedures
to reduce this risk to an acceptable level is discussed in sections 3.322-3.327 of Chapter 3.
7.615 Communication of Irregularities and Illegal Acts. SAS Nos. 53 and 54 require the auditor to
ensure that the credit union's audit committee, or others of equivalent authority, is adequately informed
of any irregularities and illegal acts having direct and indirect effects on the financial statements, unless
they are clearly inconsequential. If senior management participates in the illegal act, the auditor must
directly inform the audit committee. With respect to illegal acts, the communication should describe the
act, the circumstances of its occurrence, and its effect on the financial statements.

7.616 Communication of Errors. SAS No. 53 does not specifically require that errors be com
municated; however, if the credit union is subject to SAS No. 61 (that is, it has an audit committee or other
formally designated group responsible for oversight of the financial reporting process), then the auditor
must communicate information about errors in the financial statements. See section 7.618 for a discussion
of the communication requirements under SAS No. 61.
7.617

The Engagement Performance Review Checklist in section 7.908 contains a step to remind the

auditor of the requirements to communicate irregularities and illegal acts.

Other Matters
7.618 SAS No. 61, Communication With Audit Committees (AU 380), requires the auditor to com
municate certain matters about the scope and results of the audit that may assist the audit committee in
overseeing the financial reporting and disclosure process. As mentioned in section 7.602, this com
munication is required only for organizations that have an audit committee or formally designated group
responsible for the oversight of the financial reporting process; however, because supervisory committees
are generally charged with this responsibility, most auditors of credit unions are subject to SAS No. 61.
SAS No. 61 (AU 380.06-.14) requires communication of the following matters:

• The level of responsibility assumed by the auditor in an audit performed in accordance with
GAAS concerning matters of interest to an audit committee, such as the internal control
structure and whether the financial statements are free of material misstatement.
• The initial selection of and changes in significant accounting policies or their application,
including methods used to account for significant unusual transactions and the effect of
significant accounting policies in controversial or emerging areas for which there is no
authoritative guidance or consensus.
• The process used by management in formulating particularly sensitive accounting estimates and
the basis for the auditor's conclusions about the reasonableness of those estimates.
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♦------------------------------------------------------------------------------------------------------------------• Adjustments arising from the audit that could, in the auditor's judgment, either individually
or in the aggregate, have a significant effect on the organization's financial reporting process.
• The auditor's responsibility for other information in documents containing audited financial
statements, any procedures performed, and the results.

• Disagreements with management, whether or not satisfactorily resolved, if they relate to
matters that individually or in the aggregate could be significant to the entity's financial
statements or the auditor's report. These disagreements may relate to:
— the application of accounting principles to specific transactions and events,
— the basis for management's judgments about accounting estimates,

— the scope of the audit or the wording of the auditor's report, or
— disclosures to be included in the entity's financial statements.

• The auditor's views about matters that were the subject of management's consultation with
other accountants about auditing and accounting matters.
• Any major issues discussed with management in connection with the initial or recurring
retention of the auditor including, any discussion about the application of accounting principles
and auditing standards.
• Any serious difficulties encountered in dealing with management during the audit, such as
unreasonable delays by management in permitting the commencement of the audit or in pro
viding needed information, whether the timetable set by management was unreasonable under
the circumstances, the unavailability of client personnel, or the failure of client personnel to
complete client-prepared schedules on a timely basis.
7.619 The Engagement Performance Review Checklist in section 7.908 contains a step to remind the
auditor of this required communication.

Derivatives Activities
7.620 In July 1994, the AICPA published six questions relating to derivatives activities that can be given
to the credit union's senior management and board of directors to help them gain an understanding of their
entity's derivatives activities. These questions are intended to be a starting point for a necessary dialog
among all decision-makers in the credit union involved with derivatives. Further, the answers to these
questions may reveal some deficiencies in the credit union's oversight process for its derivatives activities,
which may result in a communication to management. These questions are shown in Illustration No. 7-1.

7.621 Also in 1994, the AICPA Financial Instruments Task Force of the Accounting Standards Executive
Committee has published a booklet titled Derivatives — Current Accounting and Auditing Literature, a
reference source for current accounting and auditing guidance for derivatives.
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Illustration No. 7-1
Detailed Questions About Derivatives

1.

Has the board established a clear and internally consistent risk management policy, including
risk limits (as appropriate)?

Are our objectives and goals for derivatives activities clearly stated and communicated? To what
extent are our operational objectives for derivatives being achieved? Are derivatives used to mitigate
risk or do they create additional risk? If risk is being assumed, are trading limits established? Is the
entity's strategy for derivatives use designed to further its economic, regulatory, industry, and/or
operating objectives?

2.

Are management's strategies and implementation policies consistent with the board's
authorization?

Management's philosophy and operating style create an environment that influences the actions of
treasury and other personnel involved in derivatives activities. The assignment of authority and
responsibility for derivatives transactions sends an important message. Is that message clear? Is
compliance with these or related policies and procedures evaluated regularly? Does the treasury
function view itself, or is it evaluated, as a profit center?
3.

Do key controls exist to ensure that only authorized transactions take place and that
unauthorized transactions are quickly detected and appropriate action is taken?

Internal controls over derivatives activities should be monitored on an ongoing basis, and should also
be subject to separate evaluations. Who is evaluating controls over derivatives activities? Do they
bring the appropriate technical expertise to bear? Are deficiencies being identified and reported
upstream? Are duties involving execution of derivatives transactions segregated from other duties
(for example, the accounting and internal audit functions)?
4.

Are the magnitude, complexity, and risks of the entity's derivatives commensurate with the
entity's objectives?
What are the entity's risk exposures, including derivatives? Internal analyses should include
quantitative and qualitative information about the entity's derivatives activities. Analyses should
address the risks associated with derivatives, which include:

• Credit risk (the possible financial loss resulting from a counterparty's failure to meet its financial
obligations)
• Market risk (the possible financial loss resulting from adverse movements in the price of a
financial asset or commodity)
• Legal risk (the possible financial loss resulting from a legal or regulatory action that could
invalidate a financial contract)

• Control risk (the possible financial loss resulting from inadequate internal control structure)
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Detailed Questions About Derivatives
(Continued)

Are our derivatives transactions standard for their class (that is, plain vanilla) or are they more
complex? Is the complexity of derivatives transactions inconsistent with the risks being managed?
The entity's risk assessment should result in a determination about how to manage identified risks of
derivatives activities. Has management anticipated how it will manage potential derivatives risks
before assuming them?
5.

Are personnel with authority to engage in and monitor derivative transactions well qualified and
appropriately trained?
Who are the key derivatives players within the entity? Is the knowledge vested only in one individual
or a small group? The complexity of derivatives activities should be accompanied by development
of personnel. For example, do employees involved in derivatives activities have the appropriate
technical and professional expertise? Are other employees being appropriately educated before they
become involved with derivatives transactions? Does the entity have personnel that have been
crossed-trained in case of the absence or departure of key personnel involved with derivatives
activities? How do we ensure the integrity, ethical values, and competence of personnel involved
with derivatives activities?

6.

Do the right people have the right information to make decisions?

What information about derivatives activities are we identifying and capturing, and how is it being
communicated? The information should address both external and internal events, activities, and
conditions. For example, are we capturing and communicating information about market changes
affecting derivatives transactions and about changes in our strategy for the mix of assets and liabilities
that are the focus of risk management activities involving derivatives? Is this information being
communicated to all affected parties?

Are the analysis and internal reporting of risks the company is managing and the effectiveness of its
strategies comprehensive, reliable, and well designed to facilitate oversight? The board should
consider derivatives activities in the context of how related risks affect the achievement of the entity's
objectives — economic, regulatory, industry, or operating. For example, do derivatives activities
increase the entity's exposure to risks that might frustrate, rather than further, achievement of these
objectives?
Do we mark our derivatives transactions to market regularly (and, if not, why not)? Do we have
good systems for marking transactions to market? Have the systems been tested by persons
independent of the derivatives function? Do we know how the value of our derivatives will change
under extreme market conditions? Is our published financial information about derivatives being
prepared reliably and in conformity with generally accepted accounting principles?
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7.700

SUPERVISION AND REVIEW AND PREPARING FINANCIAL STATEMENTS AND
AUDITOR’S REPORTS

Supervision and Review

7.701 Effective supervision, one of the nine elements of a system of quality control for CPA firms
outlined in Statement of Quality Control Standards (SQCS) No. 1, Statement of Quality Control for a CPA
Firm, is an essential element of quality, efficient engagements. This Statement requires firms to establish
policies and procedures for conducting and supervising work at all organizational levels in order to provide
reasonable assurance that the work performed meets professional standards. The sample quality control
policies and procedures found in QC 90.16 provide the following three basic objectives for designing a
quality control system for supervision:

• Provide procedures for planning engagements.
• Provide procedures for maintaining the firm's standards of quality for the work performed.
• Provide procedures for reviewing engagement working papers and reports.
Each firm should design quality control policies and procedures for supervision and review that fit its
unique organizational and operating characteristics.

7.702 The requirement to supervise engagement personnel is also found in SAS No. 22, Planning and
Supervision (AU 311.13), which states:

The work performed by each assistant should be reviewed to determine whether it was
adequately performed and to evaluate whether the results are consistent with the
conclusions to be presented in the auditor's report.
7.703

Proper supervision should include, among others things, the following:

• Helping assistants design procedures to resolve engagement problems early.
• Making sure assistants thoroughly understand the objectives and procedures of an assignment
before beginning.

• Helping assistants to prioritize, organize, and control the approach to assigned work areas.
• Periodically checking on the assistants' progress.
• Keeping assistants informed of other engagement matters affecting the assigned work area.

• Rotating work assignments and offering assistants opportunities to work in new areas.
• Motivating assistants to maximum performance levels.
• Supervising paraprofessionals and temporary help.
• Appraising staff performance.
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♦ -----------------------------------------------------------------------------------------------------------------Review of Working Papers

7.704 The firm's quality control system for supervision should address procedures for reviewing working
papers, including who performs these reviews and how the reviews are documented. In most firms the incharge performs a detailed review of the work of all assistants to determine that sufficient evidence has
been gathered to accomplish the engagement objectives and that the engagement procedures and
documentation are in accordance with the firm's quality control standards. Also, the in-charge initials and
dates each working paper to indicate that he or she is satisfied with the work performed.
7.705 The engagement partner is responsible for reviewing work performed by the in-charge and the
results of the in-charge's review of assistants' working papers. The objectives of his or her review are to
determine that sufficient evidence has been gathered to accomplish engagement objectives and that the
engagement procedures and documentation are in accordance with the firm's quality control standards.
The engagement partner generally reviews all of the working papers, and documents this review by
initialling and dating each working paper.
7.706 The engagement partner's review should determine that all firm quality control standards have
been met. Depending on the complexity of the engagement, and the experience of staff, the partner may
review all engagement working papers, or may choose to review only the working papers supporting
material or unusual audit areas. Working paper reviews by the partner may be documented by initials on
the applicable lines of the working trial balance or lead sheets, or on the individual working papers.
Checklists reviewed should be signed in the space provided for the partner.

7.707 The In-Charge Review. The in-charge's detailed review of assistant's work should be performed
as frequently as possible, as each audit area is completed. Immediate feedback is often difficult to give
under the time constraints of an audit, but is essential to providing effective on-the-job training. The
in-charge's review procedures should include at least the following:

• Review applicable section of last year's working papers.
• Review the applicable section of the work program.
• Compare current and prior period trial balance accounts related to the work area and note
variations.

• Briefly review the contents of the working papers.

• Read the conclusions.
• Review the working papers in detail for:
— Mathematical accuracy.

— Accomplishment of the purposes of the documentation, i.e., engagement objectives.
— Proper performance of procedures.
— Reasonableness of judgments.
— Identification and follow-up of exceptions.
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------------------------------------------------------------------------------------------------------------------ ♦
— Resolution of problems and questions.
— Projection of sample results to the population.

• Determine that all work program procedures have been completed correctly.

7.708 The Engagement Partner Review. The engagement partner or his or her designee should review
the work of engagement personnel as frequently as practical. Acceptable reasons for reviewing the
engagement only after its final completion are rare.

7.709 The magnitude of the engagement partner's review may vary depending on the complexity and
size of the engagement and on the experience of engagement personnel. The partner's review should be
conducted in the field whenever possible. Field reviews allow problem resolution while staff is working
on the engagement, prevent typical office interruptions, enable the partner or the designee to schedule
review time, and allow the partner or the designee to be seen by client personnel. Except for periodic
discussions with engagement personnel, the partner's review will normally occur during the final stages
of the engagement.
7.710 Completion of the Engagement Performance Review Checklist included in section 7.908
documents that the in-charge and engagement partner are satisfied that engagement personnel have been
properly supervised and the work performed has been properly reviewed.
7.711 The Technical Review. As part of their quality control system for the supervision element, many
firms require preissuance, technical reviews of reports and related financial statements, and often the
engagement working papers, by persons not involved with the engagement. Such reviews are performed
to give the firm assurance that the auditor's report, related financial statements, and the engagement
working papers comply with professional standards and the firm's quality control system.

7.712 As with all quality control policies and procedures, each firm should develop policies and
procedures for technical reviews that are appropriate for its practice. Many firms require these technical
reviews only for certain types of engagements and special reporting situations. The authors recommend
that firms carefully identify the situations in which an independent technical review is required and identify
the firm personnel who have the qualifications and authority to perform such reviews.
7.713 Included in section 7.909 is a Technical Review Checklist that can be used to document technical
reviews of reports, financial statements and, if necessary, the engagement working papers.

Preparing Financial Statements and
Auditor's Reports

7.714 Chapter 8 contains guidance for the in-charge when drafting financial statements, notes and
reports. It also contains a disclosure and reporting checklist that should be completed on all credit union
engagements. Completion of the Engagement Performance Review Checklist in section 7.908 documents
the engagement partner's approval that the financial statements and auditor's reports conform with
authoritative and professional standards.
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♦-----------------------------------------------------------------------------------------------------------------7.800

CONSULTATION ON ENGAGEMENTS, PERFORMANCE APPRAISALS, AND FINAL
TIME SUMMARIZATION

Consultation on Engagements

7.801 An important part of ensuring that firms provide high-quality engagements is encouraging staff
to seek assistance when needed from the appropriate individuals. They should also be advised of the indi
viduals within or outside the firm designated as specialists in credit unions and other relevant areas.
7.802

SQCS No. 1 (QC 10.07) states:

Policies and procedures for consultation should be established to provide the firm with
reasonable assurance that personnel will seek assistance, to the extent required, from
persons having appropriate levels of knowledge, competence, judgment, and authority.
The nature of the arrangements for consultation will depend on a number of factors,
including the size of the firm and the level of knowledge, competence, and judgment
possessed by the persons performing the work.
7.803 All firms that are members of the AICPA Division for CPA Firms are obligated to follow the
quality control standards. However, all AICPA members could be called upon to justify departures from
these standards. As a result, every firm should establish and maintain a quality control system appropriate
for its particular operational and organizational structure.

7.804 The following are three basic objectives (found in QC 90.14) for consultation that a firm should
consider in developing its policies and procedures:

1. Identify areas and specialized situations where consultation is required, and encourage
personnel to consult with or use authoritative sources on other complex or unusual matters.
2. Designate individuals as specialists to serve as authoritative sources, and define their authority
in consultative situations. Provide procedures for resolving differences of opinion between
engagement personnel and specialists.

3. Specify the extent of documentation to be provided for the results of consultation in those areas
and specialized situations where consultation is required.
Specify documentation, as
appropriate, for other consultations.
7.805 Each firm should carefully design quality control policies and procedures over consultation that
fit its unique operating and organizational characteristics. These policies and procedures should be com
municated to all professional staff, preferably in a written quality control document, so that they are aware
of the situations that require consultation and of the individuals from whom they should seek advice or
assistance.
7.806

Examples of situations that may require consultation include:
• Going-concern problems.

• Identification of errors, irregularities and illegal acts.
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• Information that raises doubt about management's integrity.

• Unresolved disagreements among engagement personnel.
• Noncompliance with federal or state regulations.
7.807 All consultations should be documented in a memorandum to the working papers that includes a
description of the issue, relevant authoritative literature, and the resolution. The memo should be signed
by the individual who prepared the memo, the consultant or specialist, and the engagement partner. The
Consultation Form in section 7.910 is provided to document such consultations.
Performance Appraisals

7.808 Performance appraisals should be completed by the in-charge for all staff working on an
engagement. Similarly, the engagement partner should perform an appraisal for the in-charge. To achieve
maximum benefits from these feedback mechanisms, appraisal forms should be prepared and reviewed with
the staff immediately after the engagement's completion.

Final Time Summarization
7.809 The in-charge is responsible for the final time summarization, its reconciliation to client time
charges in the firm's billing records, and its final comparison to budget. Reasons for budget overruns
should be documented. Suggestions for next year's possible time savings should also be included. These
documents should be discussed with the engagement partner prior to preparing the final client billing.
Finally, a tentative budget should be prepared for next year's engagement. Chapter 3, "Pre-Engagement
Considerations and Audit Planning," includes budget and time control forms to collect the engagement
staff's time and suggestions for modifying procedures on the next year's engagement.
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7.901

INQUIRY LETTER TO LEGAL COUNSEL
[Client's Letterhead]

[Date]

In connection with an audit of our financial statements at[balance-sheet date] and for the
[period] then ended, management of the Credit Union has prepared, and furnished to our auditors
[name and address of auditors], a description and evaluation of certain
contingencies, including those set forth below, involving matters with respect to which you have been
engaged and to which you have devoted substantive attention on behalf of the Credit Union in the form of
legal consultation or representation. These contingencies are regarded by management of the Credit Union
as material for this purpose [management may indicate a materiality limit if an understanding has been
reached with the auditor]. Your response should include matters that existed at[balance-sheet
date] and during the period from that date to the date of your response.

Pending or Threatened Litigation (excluding unasserted claims and assessments)
[Ordinarily the information would include the following: (1) the nature of the litigation, (2) the progress
of the case to date, (3) how management is responding or intends to respond to the litigation (for example,
to contest the case vigorously or to seek an out-of-court settlement), and (4) an evaluation of the likelihood
of an unfavorable outcome and an estimate, if one can be made, of the amount or range of potential loss.]

Please furnish to our auditors such explanation, if any, that you consider necessary to supplement the
foregoing information, including an explanation of those matters as to which your views may differ from
those stated and an identification of the omission of any pending or threatened litigation, claims, and
assessments or a statement that the list of such matters is complete.
Unasserted Claims and Assessments (considered by management to be probable of assertion, and
that, if asserted, would have at lease a reasonable possibility of an unfavorable outcome)
[Ordinarily management's information would include the following: (1) the nature of the matter, (2) how
management intends to respond if the claim is asserted, and (3) an evaluation of the likelihood of an
unfavorable outcome and an estimate, if one can be made, of the amount or range of potential loss.]

Please furnish to our auditors such explanation, if any, that you consider necessary to supplement the
foregoing information, including an explanation of those matters as to which your views may differ from
those stated.
We understand that whenever, in the course of performing legal services for us with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for financial statement
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♦ ------------------------------------------------------------------------------------------------------------------INQUIRY LETTER TO LEGAL COUNSEL (Continued)
disclosure, if you have formed a professional conclusion that we should disclose or consider disclosure
concerning such possible claim or assessment, as a matter of professional responsibility to us, you will so
advise us and will consult with us concerning the question of such disclosure and the applicable
requirements of Statement of Financial Accounting Standards No. 5. Please specifically confirm to our
auditors that our understanding is correct.

Please specifically identify the nature of and reasons for any limitation on your response.
[The auditor may request the client to inquire about additional matters, for example, unpaid or unbilled
charges or specified information on certain contractually assumed obligations of the credit union, such as
guarantees of indebtedness of others.]

Very truly yours,

[Client's Authorized Signature]

Notes to User:

(1) Auditors should carefully consider the provisions of SAS No. 12, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments (AU 337), in drafting this letter.
(2) Sending of this letter should be timed so that the lawyer's response is dated within two weeks of the
auditor's report date. However, the auditor and client should consider early mailing of a draft inquiry
as a convenience for the lawyer in preparing a timely response to the formal inquiry letter.
(3) If a client has not needed to retain legal counsel, an unqualified opinion may be expressed on the
financial statements even though a letter from legal counsel has not been obtained. In these
circumstances, a written representation should be obtained from the Credit Union that legal counsel
has not been retained for matters concerning its operations that involve current or prospective
litigation (see AICPA Technical Practice Aids, section 8340.10).
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7.902

INQUIRY LETTER TO LEGAL COUNSEL IF MANAGEMENT HAS NOT
PROVIDED DETAILS ABOUT PENDING OR THREATENED LITIGATION
[Client's Letterhead]
[Date]

In connection with an audit of our financial statements as of[balance-sheet date], and for the
[period] then ended, please furnish our auditors[name and address
of auditors] with information requested below for which you have been engaged and to which you have
devoted substantive attention on behalf of the Credit Union in the form of legal consultation or
representation.
1.

Pending or threatened litigation, claims and assessments (excluding unasserted claims and
assessments):

Please furnish a list of all pending or threatened litigation, claims or assessments your firm
is handling on our behalf, including the following: (1) the nature of the litigation (including the
amount of monetary or other damages sought); (2) progress of the case to date; (3) how
management is responding or intends to respond to the litigation (for example, to contest the case
vigorously or to seek an out-of-court settlement); and (4) an evaluation of the likelihood of an
unfavorable outcome and an estimate, if one can be made, of the amount or range of potential loss.
2. Unasserted claims and assessments (considered by management to be probable of assertion, and
that, if asserted, would have at least a reasonable possibility of an unfavorable outcome):
We understand that whenever, in the course of performing legal services for us with respect
to a matter recognized to involve an unasserted possible claim or assessment that may call for
financial statement disclosure, if you have formed a professional conclusion that we should disclose
or consider disclosing such possible claim or assessment, as a matter of professional responsibility
to us, you will so advise us and will consult with us concerning the question of such disclosure and
the applicable requirements of Statement of Financial Accounting Standards No. 5. Please
specifically confirm to our auditors that our understanding is correct.
We have represented to[name of auditors] that there are no unasserted claims,
which are not specifically identified in this letter, that you have advised us are probable of assertion
and must be disclosed in accordance with SFAS No. 5.

(If unasserted claims exist, management's listed information should include the following:
(1) the nature of the matter; (2) how management intends to respond if the claim is asserted; and
(3) an evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be made,
of the amount or range of potential loss.)
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INQUIRY LETTER (Continued)
Please furnish our auditors any explanation you consider necessary to supplement the foregoing
information, including an explanation of these matters as to which your views may differ from those stated.

Please specifically identify the nature of and reasons for any limitation on your response.

[The auditor may request the client to inquire about additional matters, for example, unpaid or unbilled
charges or specified information on certain contractually assumed obligations of the credit union, such as
guarantees of indebtedness of others.]
Very truly yours,

[Client's Authorized Signature]

Notes to User:

(1) Auditors should carefully consider the provisions of SAS No. 12, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments (AU 337), in drafting this letter.
(2) Sending of this letter should be timed so that the lawyer's response is dated within two weeks of the
auditor's report date. However, the auditor and client should consider early mailing of a draft inquiry
as a convenience for the lawyer in preparing a timely response to the formal inquiry letter.

(3) If a client has not needed to retain legal counsel, an unqualified opinion may be expressed on the
financial statements even though a letter from legal counsel has not been obtained. In these
circumstances, a written representation should be obtained from the Credit Union that legal counsel
has not been retained for matters concerning its operations that involve current or prospective
litigation (see AICPA Technical Practice Aids, section 8340.10).
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Subsequent Events Review Program — Credit Unions
Client:___________________________________________________________________________
Financial Statement Date: __________________________________________________________

INSTRUCTIONS:

This program has been developed for use on all credit union audit engagements. It is not a substitute for
professional judgment.

Each step should be initialed and dated by the engagement personnel who performed the work. References
to supporting workpapers should be placed in the "W/P Ref." column. Also, "N/A" should be placed in
the "W/P Ref." column for any steps that are not applicable.

Procedure

Done By

Date

W/P
Ref.

A. Perform at or near the completion of field work the following
auditing procedures with respect to the period after the
balance-sheet date for the purpose of identifying any
subsequent events that may require adjustment to or disclosure
in the financial statements:
1.

Read the latest available interim financial statements;
compare them with the financial statements being
reported upon; and make any other comparisons con
sidered appropriate in the circumstances. (Inquire of
officers and other executives having responsibility for
financial and accounting matters as to whether the
interim statements have been prepared on the same basis
as that used for the statements under audit.)

2. Read the available minutes of the members, directors,
and appropriate committee meetings to the date of the
auditor's report. As to meetings for which minutes are
not available, obtain written information regarding
matters dealt with at such meetings. Indicate minutes
read, persons questioned, and any significant information
found.
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SUBSEQUENT EVENTS REVIEW PROGRAM - CREDIT UNIONS
(Continued)

Procedure

Done By

W/P
Ref.

Date

3. Scan the general ledger and journals for the period from
the balance-sheet date to the date of the auditor's report
and inquire into and investigate any large, unusual
amounts or transactions. (This test may be limited to the
areas not covered in audit procedures applied in other
programs, such as the search for unrecorded liabilities.)

B. As of the auditor's report date, inquire of and discuss with
officers and other executives having responsibility for finan
cial and accounting matters as to:

Whether any substantial contingent liabilities or commit
ments existed at the balance-sheet date.

-----------

-----------

---------

2. Whether there was any significant change in the assets or
deposits.

-----------

-----------

---------

3. The current status of items in the financial statements
being reported on that were accounted for on, the basis
of tentative, preliminary, or inconclusive data.

-----------

-----------

---------

-----

-----------

---------

1.

4. Whether any unusual adjustments have been made
between balance-sheet date and auditor's report date.

5. Whether the credit union has entered into any
commitments for the purchase or sale of significant fixed
assets, investments, other businesses or other items.
6. Whether any events have occurred that have caused a
decline in the value of any assets or have made any
significant portion of fixed assets inoperable or obsolete.

7.

8.

Whether the credit union settled any liabilities for less
than face value.

-----------

-----------

---------

Whether any lawsuits have been instituted by or against
the credit union.

-----------

-----------

---------

9. Recent profit trends, losses of significant depositors,
unusual loan losses, substantial increases in costs, etc.
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------------------------------------------------------------------------------------------------------------------SUBSEQUENT EVENTS REVIEW PROGRAM - CREDIT UNIONS
(Continued)

Done By

Procedure

Date

W/P
Ref.

10. Whether any regulatory agencies instituted any exami
nations or audits.
-----------

-----------

---------

11. Whether there are any other substantial contingent
liabilities or commitments.

-----------

-----------

---------

12. Whether any other unusual events or transactions
occurred since the balance-sheet date.

-----------

-----------

---------

13. Whether any significant insurance coverage has elapsed
or been cancelled.

-----------

-----------

---------

C. Additional procedures:

Prepared by: ________________________________

Date: _________________________________

Reviewed by:________________________________

Date:_________________________________
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7.904

Summary of Possible Journal Entries Form
Client:----------------------------------------------------------------------------------------------------------------Financial Statement Date:----------------------------------------------------------------------------------------

INSTRUCTIONS:
This Form should be prepared on all audit engagements by the in-charge and reviewed by the engagement
partner. (This Form is provided on the complementary disk in Lotus 1-2-3 — release 3.1 with Wysiwyg
or release 3.4 and higher. The schedule includes formulas to calculate totals and percentages.)

Indicate in the space provided the overall materiality limit (obtained from the Materiality Computation
Form). Also, indicate the threshold amount for posting items to this Form; items below this amount need
not be posted.
This Form should be used to record all proposed journal entries, starting with the effect of unrecorded
misstatements from prior years that should be carried forward (posted either individually or as one item)
and continuing with current year entries. After all misstatements are posted, they should be reviewed by
the engagement partner and discussed with the client. Any misstatements subsequently recorded by the
client should be removed from this Form and included on the trial balance.
At the completion of the engagement, the columns should be totaled and compared to the corresponding
financial statement amounts.
Concluding on the effect of misstatements on the financial statements is a matter of judgment and generally
involves considering the nature of the misstatements (known, estimated, or projected), their impact on the
financial statements taken as a whole, and overall materiality. In instances when net income approaches
zero, other factors may be considered, such as the effect of misstatements on members' equity and
historical earnings trends of the company.
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Summary of Possible Journal Entries Form

...

_ \

*

$ _________________________

misstatements

Journal Entry
Debit (Credit)
Total
Liabilities

Total of known, estimated and projected misstatements columns.

Total
Assets

BALANCE SHEET
Members’
Equity
Known
misstatements

Estimated
misstatements

Projected
misstatements

INCOME STATEMENT

CREDIT UNION AUDIT MANUAL

SUMMARY OF POSSIBLE JOURNAL ENTRIES FORM
(Continued)

(continued)

from prior years_____ ___________________________

*
TOTAL

____________________ _______________________________________________________________________________________________________

Total Unrecorded Misstatements (Page __\ ___ )

W/P Ref

page

be posted to this form:

Overall materiality limit: $ __________________________

Client:
----------------------------------------------------------------------------------------------------------- ______________ Amount over which
Financial Statement Date:------------------------------------------------------------------------misstatements should

_______ _______________________________________________________________
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Totals from previous page

—

——
——

Total of known, estimated and projected misstatements columns.

—

Liabilities

Assets

—
—

Members’
Equity

% of unrecorded
misstatements to net income

*
TOTAL

Reviewed b y : ____________________________________________________
(Engagement Partner)

Date:__________________________________________________________

Prepared b y : ____________________________________________________ _ Date:__________________________________________________________
(In-charge)

m
e
n
t

Projected
misstatements

Total unrecorded misstatements

Estimated
misstatements

INCOME STATEMENT
Known
misstatements

— Net income

Conclusion: The above misstatements do not ______ d o ______ materially affect the financial state

*

Corresponding Financial Statement Amounts

% of Total Unrecorded Misstatements to

Corresponding Financial
Statement Amounts

Total Unrecorded Misstatements

_____________

Total

Total

BALANCE SHEET

_________________________ ___ ______________________________________________________________________________________________________

Journal Entry
W/P Ref__________ Debit (Credit)_______

page
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SUMMARY OF POSSIBLE JOURNAL ENTRIES FORM
(Continued)
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SAMPLE CLIENT REPRESENTATION LETTER
[Client's Letterhead]

[Auditor's Report Date]

In connection with your audit of the financial statements of[client name] as of
[balance-sheet date], and for the[period] then ended, for the purpose
of expressing an opinion as to whether the financial statements present fairly in all material respects, the
financial position, results of operations, and cash flows of[client name] in
conformity with generally accepted accounting principles, we confirm, to the best of our knowledge and
belief, the following representations made to you during your audit:
1. We are responsible for the fair presentation in the statements of financial position, results of
operations, and cash flows in conformity with generally accepted accounting principles.

2. We have made available to you:
a. All financial records and related data.

b. All minutes of meetings of members, directors, supervisory committee, credit committee, and
committees of directors, or summaries of actions of recent meetings for which minutes have not
yet been prepared.
c. All regulatory or examination reports, supervisory correspondence, letters of understanding and
agreement (LUA), and similar correspondence from applicable regulatory agencies.

3. There have been no:
a. Irregularities involving management or employees who have significant roles in the internal control
structure.
b. Irregularities involving other employees that could have a material effect on the financial
statements.

c. Communications from regulatory agencies concerning noncompliance with, or deficiencies in,
financial reporting practices that could have a material effect on the financial statements.
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♦ ------------------------------------------------------------------------------------------------------------------REPRESENTATION LETTER
(Continued)

4. We have no plans or intentions that may materially affect the carrying value or classification of
investments, loans, or any other assets or liabilities.

5. The following, where applicable, have been properly recorded or disclosed in the financial statements:
a. All loans placed in the nonaccrual status and delinquent loans refinanced through restructuring
arrangements during the year ended.

b. Related-party transactions and related amounts receivable or payable, including sales, purchases,
loans, transfers, leasing arrangements, and guarantees.
c. Arrangements with financial institutions involving compensating balances or other arrangements
involving restrictions on cash balances and line of credit or similar arrangements.

d. Agreements to repurchase assets previously sold.
e. Contractual obligations for purchases of assets.

f.

Liens, encumbrances, or subordination of assets pledged as collateral in any way.

g. Subordination of any liabilities.
h. All lease or rental obligations under long-term leases.

6. There are no:
a. Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

b. Other material liabilities or gain or loss contingencies that are required to be accrued or disclosed
by Statement of Financial Accounting Standards (SFAS) No. 5, Accounting for Contingencies.
c. Estimates subject to material change in the near term and concentrations that make the entity
vulnerable to risk of severe impact in the near term that are required to be disclosed in accordance
with SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties.

7. There are no unasserted claims or assessments that our lawyer has advised us are probable of assertion
and must be disclosed in accordance with SFAS No. 5.

8. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
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REPRESENTATION LETTER
(Continued)

9. Provision, when material, has been made to record any losses from commitments to purchase
investments or loans at a fixed price that is unfavorable or to continue to provide financing to an
enterprise that is no longer considered a satisfactory risk.
10. We have disclosed to you all off-balance-sheet activities that create commitments or contingencies,
including innovative transactions involving securities and loans (e.g., transfers with recourse or put
options) that could affect the basic financial statements or the related notes.
11. All contingent assets and liabilities, including loans charged off, unfunded loans, and outstanding
letters of credit, have been adequately disclosed to you and in the financial statements where deemed
appropriate.

12. Liabilities are adequate for interest on deposits and other indebtedness.
13. The credit union has satisfactory title to all owned assets as of[balance-sheet date].

14. We have complied with all material aspects of contractual agreements that would have a material effect
on the financial statements in the event of noncompliance.
15. Other than temporary declines in the values of securities and other investments have been properly
reported in the financial statements.
16. Commitments to purchase or sell securities have been adequately disclosed in the financial statements,
where appropriate.
17. We have complied with appropriate laws and regulations.

18. Loans, leases or mortgages sold with recourse have been adequately disclosed in the financial
statements.
19. Proper disclosure has been made regarding the nature, terms, and credit risk of financial instruments
with off-balance-sheet risk.

20. Proper disclosure has been made about financial instruments with significant individual or group
concentrations of credit risk.
21. In our opinion, based on reviews performed by the respective personnel responsible for the area, the
allowance for credit losses is adequate under current economic conditions.
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REPRESENTATION LETTER
(Continued)

22. No events have occurred subsequent to the balance-sheet date that would require adjustment to, or
disclosure in, the financial statements.

Very truly yours,

(Chief Executive Officer)

(Chief Financial Officer)

Notes to User:

(1) The auditor should also consider obtaining representations regarding the following:
a. The investment portfolio has suffered no permanent impairments in value. The institution does not
presently intend to dispose of a significant portion of its portfolio until maturity, or such time as
disposal could be performed without occurrence of substantial losses.

b. The classification of securities and other investment assets—to be held to maturity, held for sale,
or trading—accurately reflects management's investment intentions.
c. There were no contractual obligations to deliver securities in the future at fixed prices or yields,
nor were there any security transactions being accounted for as short sales where substantially the
same security was held in an investment portfolio.

d. In connection with FHLMC Form 16 and FNMA Form 582, we have not received any unfavorable
findings that materially affect the mortgage operations nor have we been suspended by HUD, any
investor, or any regulatory agency within the past 12 months.
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SAMPLE REPORT ON REPORTABLE CONDITIONS

[CPA Firm Letterhead]
[Date of Auditor's Report on the Financial Statements]

The Supervisory Committee
XYZ Credit Union
City, State
In planning and performing our audit of the financial statements of the XYZ Credit Union for the year
ended December 31, 199X, we considered its internal control structure in order to determine our auditing
procedures for the purpose of expressing our opinion on the financial statements and not to provide
assurance on the internal control structure. However, we noted the following matters involving the internal
control structure and its operation that we consider to be reportable conditions under standards established
by the American Institute of Certified Public Accountants. Reportable conditions involve matters coming
to our attention relating to significant deficiencies in the design or operation of the internal control structure
that, in our judgment, could adversely affect the credit union's ability to record, process, summarize, and
report financial data consistent with the assertions of management in the financial statements.
Bank Reconciliations

Bank reconciliations have been prepared for the operating cash account, but they have not been in
agreement with the general ledger, often by as much as $20,000. At December 31, 199X, the general
ledger balance varied from the bank reconciliation by $12,852.
In prior years, the bank reconciliations did not reconcile exactly to the general ledger; however, the
variances were not as significant as in 199X. To maintain effective internal controls over cash, it is critical
that bank accounts be reconciled to the general ledger monthly with differences identified and resolved
immediately. At the present time, an adjusting journal entry should be made to bring the general ledger
balance into agreement with the reconciled balance.
Accounts Payable

A listing of accounts payable as of December 31, 199X could not be produced to support the general ledger
amount. We were able to reconcile accounts payable to the general ledger amount by reviewing computer
generated accounts payable listings dated December 29 and 30, 199X and January 2 and 3, 199Y, along
with examining unpaid invoices at the time of our field work, February 25, 199Y.

As indicated in previous letters to the Supervisory Committee, accounts payable has been an ongoing
problem due to the fact that the accounts payable listing is not reconciled to the general ledger monthly.
Proper recording of accounts payable is key to maintaining adequate financial statements. Whether
computer-generated or manually prepared, a detailed accounts payable listing should be reconciled monthly
to the general ledger balance. All reconciliations should be reviewed and approved by someone other than
the preparer, with the reviewer being responsible for ensuring that all differences are resolved.
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SAMPLE REPORT ON REPORTABLE CONDITIONS (Continued)
Property and Equipment

Documentation provided to support the changes in property and equipment was not in agreement with the
changes in the general ledger balances, for some categories, by as much as $32,000. Also, the computer
generated list of property and equipment was not in agreement with the total property and equipment
recorded in the general ledger; therefore, this listing was not a useful resource.

The property and equipment computer listing should be reviewed, revised, and reconciled to the general
ledger. Changes in property and equipment should be recorded timely and the detailed property and
equipment listing should be reconciled to the general ledger balances monthly.
The procedures for recording fixed asset additions and deletions should be reviewed to determine their
adequacy. Adjusting journal entries with regard to trade-ins, sales and other retirements of fixed assets
should be reviewed by the Treasurer or someone other than the person preparing the entry. Examples of
problems encountered include improper capitalization of assets when a like kind exchange or trade-in is
involved and improper recording of gain or loss on sale of assets.

An annual or biannual physical inventory of equipment is an effective management tool to help maintain
detail property and equipment records and strengthen controls of safeguarding equipment. The Board of
Directors should consider making a physical inventory a standard procedure.
This report is intended solely for the information and use of the Supervisory Committee, management, and
others within the credit union.
Very truly yours,

[Firm's Signature]
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SAMPLE REPORT ON REPORTABLE CONDITIONS
SUPPLEMENTAL LISTING OF COMMENTS

1. Statutory Reserve Transfers
During our analysis of the Credit Union's required statutory transfers, we noted that reserve transfers were
overstated by $152,340 for 19X4. We suggest that management reverse this overtransfer back to undivided
earnings.

These overtransfers were the result of total statutory reserves and risk assets being computed incorrectly
by accounting personnel. Specifically the following differences were noted:
• The balance in the investment valuation reserve account was subtracted from the balances of
regular reserve and allowance for loan losses to arrive at statutory reserves. The investment
valuation reserve is not considered part of statutory reserves and should not be included in the
calculation. This resulted in statutory reserves used to calculate the reserves to risk asset ratio
being $500,000 to $3.5 million overstated throughout the year.
• All investments with maturities greater than three years were included as risk assets. Only
investments with maturities greater than five years, that are not insured or fully guaranteed by
the U.S. government, and that are not being marked to market value, should be included as
risk assets. Nearly all of the Credit Union's investments with maturities greater than five years
were U.S. government or agency securities and were carried at lower of cost or market value.
The only investments considered risk assets as of December 31, 19X4 were corporate bonds,
municipal bonds, and the member capital share deposit at Central Corporate Credit Union.
This resulted in total risk assets used in the calculation of the reserves to risk asset ratio being
$25 million to $30 million overstated throughout 19X4.

We suggest that the accounting department redesign the reserve transfer calculation spreadsheet to conform
with the National Credit Union Administration (NCUA) guidelines. A complete definition of risk assets
can be found in Part 700 of the NCUA Rules and Regulations, while a discussion of reserve transfer
requirements can be found in Part 702. A copy is enclosed for your convenience.
2. Overdrawn Member Accounts
We reviewed negative balance member share and share draft accounts as of December 31, 19X4, along
with the respective written policy. Our review indicated that negative balance accounts were not being
written off in a timely manner. Based on a review of account activity and discussions with staff, we noted
that there were over $20,000 in negative balance member share and share drafts accounts as of December
31, 19X4, that were deemed uncollectible. Some of these accounts were subsequently written off on
January 30, 19X5.

We suggest that the accounts deemed uncollectible be written off immediately. In addition, the written
policy should be revised to include procedures for timely follow-up and write-off of uncollectible accounts.
Once developed, these policies should be communicated to the appropriate personnel.
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♦ -----------------------------------------------------------------------------------------------------------------3. Wire Transfers

The Credit Union should develop written policies and procedures covering the wire transfer process. This
policy should address member authorization and identification procedures, staff responsibilities, as well
as internal controls and review procedures.
4. Investments

Our review of the investment portfolio as of December 31, 19X4 indicated that management's
classifications in accordance with Statement of Financial Accounting Standards No. 115 (SFAS No. 115)
were not consistent with the current and budgeted financial structure and liquidity needs of the Credit
Union. SFAS No. 115 states that investment securities should be classified in one of three categories:
trading, available for sale, or held-to-maturity. Less than 10% of the Credit Union's investment securities
were classified as available for sale, with the remainder classified as held-to-maturity. Because of these
classifications, in the event of liquidity needs, the Credit Union could be forced to sell investments
classified as held to maturity. This would result in a tainting of the investment portfolio and require certain
investment securities to be classified as available for sale.

As a result, management re-evaluated the investment portfolio and developed a new strategy regarding the
investment classifications that will provide adequate alternatives for both current and future liquidity needs.
Investment securities classified as available for sale are adjusted on the financial statements to reflect
declines in market value through a component of equity. As a result of the reclassifications, the unrealized
loss on investment securities was increased from about $22,000 to $325,000 as of December 31, 19X4.
Management restated the December 31, 19X4 and subsequent financial statements to reflect the
reclassification of the investment securities.

We also suggest that the written investment policies be updated to address the requirements of SFAS No.
115. Specifically, the policy should document the new strategies implemented including the effects of the
investment classifications on liquidity and capital position.
5. Allowance for Loan Losses
The Credit Union currently uses one historical loss ratio for the entire loan portfolio when performing the
analysis of the allowance for loan losses. The historical loss ratio is significantly different among the
various types of loans in the Credit Union's portfolio. We suggest that management consider developing
separate historical loan loss ratios, by loan type, for use in the analysis of the allowance for loans losses.
Separate loan loss ratios should be calculated for real estate loans, credit card loans and secured and
unsecured consumer loans. This will help ensure a more accurate funding of the allowance for loan losses
based on the performance of the various types of loans. In addition, tracking loan losses by type will help
measure the risk related to various loan types. Data on losses by type aids in pricing the loan products in
line with quantified loss potential.
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6. Loan Policies — Internal Control
Current loan department policies allow loan officers to approve completed loan applications, process loan
documents, and disburse loan proceeds. This represents a weakness in internal control due to a lack of
segregation of duties within the loan department. To improve segregation of duties over loan
disbursements, we recommend that a loan officer other than the one approving the loan application sign
the loan disbursement check and compare the approved amount on the loan application to the check total.
7. Asset/Liability Management

The Credit Union does not currently have a written asset/liability management (ALM) policy. Formalized
asset/liability management policies and procedures allow for a consistent analysis of liquidity needs for the
next six-month, one-year and five-year periods. ALM policies also assist management in determining the
risks related to interest rate fluctuations on the loan and investment portfolios and various classes of share
accounts. We recommend that the ALM committee consider adopting written policies, which will assist
the board of directors and management in maintaining the continued financial growth and stability of the
Credit Union. The objectives of this policy should be: the stability and consistent financial performance
of the Credit Union; adequate liquidity and funding to meet unexpected cash requirements; and fair and
equitable treatment for both savers and borrowers through all phases of the various interest rate cycles.
The policy should include:

— procedures and reports to monitor the interest rate risk, which is also termed the "projected
gap position"
— monitoring the liquidity position, (which is the speed at which existing assets and liabilities run
off and/or mature and their impact on the Credit Union's liquidity position)
— a periodic examination of ALM trade-offs, which helps reduce the rate risk and a negative gap
position
— monitoring key ratios and statistics of the Credit Union

— the frequency for analyzing pricing strategies for new products and services for lending and
savings programs, and for evaluating the possible impact on the Credit Union's interest rate
risk and liquidity position

This plan should consider emphasizing a shift from fixed rate lending to variable rate loan programs, if
feasible, to reduce potential losses in this area. The policy should address and monitor the competitive
position in rates charged by competing institutions for loans, shares, certificates and any other savings
vehicles. The final key item is the examination of changing interest rates' impact on the Credit Unions'
financial position, equity, and net income performance. Interest rate risk guidelines for gap management
can establish a target goal for negative and positive gaps, and upper and lower limits based on the period
under evaluation, (i.e. one month or three years). To insure consistent performance, the board should
establish financial goals in relation to asset/liability management strategies. These financial goals have
been discussed by various experts in the area of asset/liability management and can include:
— loan to asset ratios
— reserves to total liabilities
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— net income to average total assets
— interest rate margins
— balance between growth rates

— assets and reserves
— net income

— savings
— and projected target C.A.M.E.L. ratings

8. Loans

A policy should be established for the loan department concerning obtaining credit reports on members
requesting loans. To prevent credit extension to members that may be overextended, we recommend such
a policy require that all members applying for loans have a credit report in the loan file that is less than
two years old. Establishing a consistent policy for credit reports will minimize the risk of future loss on
loans as the Credit Union's loan portfolio volume expands.
9. Overdrawn Share Balances

Overdrawn share balances are not being reviewed on a regular basis. The negative balances should be
reviewed at least monthly so that collection procedures can be performed timely. One employee should
be responsible for reviewing and following up on each overdrawn account listed on the negative balance
report. Without effective review procedures, future losses could result from overdrawn, uncollectible share
accounts.
10. Recoveries of Charge-off Loans

Detail records are not consistently maintained for recoveries on charged-off loans, and one employee is
responsible for processing and preparing the journal entry for all recoveries. To strengthen the internal
controls, a subledger should be maintained on all recoveries received, indicating the date the recovery was
received, members' name and account number, and the amount received. The subledger should be
maintained by an employee who is independent of the loan department, such as a teller and should be
reconciled to the general ledger on a periodic basis. The ledger will provide a record of the amount
charged off and document recoveries. This documentation will also allow for tracking of any unrecovered
loan balances.

11. Investments
The Credit Union does not have a formal written investment policy to be used as a guideline for investment
of credit union funds. We recommend a formal written investment policy be developed and approved by
the Board of Directors. This policy should state the individuals responsible for making the investment
decisions, which institutions funds may be invested in, as well as type, dollar and maturity limits for those
investments. A specific investment holding period should be established to ensure adequate liquidity and
matching of asset yield and cost of funds for normal operating services of the Credit Union. The
investment policy should also indicate the method of safekeeping and the individuals who have authorized
access to investments held by the Credit Union.
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SAMPLE REPORT ON REPORTABLE CONDITIONS THAT ALSO
IDENTIFIES A MATERIAL WEAKNESS

[CPA Firm Letterhead]

[Date of Auditor's Report on the Financial Statements]
The Supervisory Committee
XYZ Credit Union
City, State
In planning and performing our audit of the financial statements of the XYZ Credit Union for the year
ended December 31, 199X, we considered its internal control structure in order to determine our auditing
procedures for the purpose of expressing our opinion on the financial statements and not to provide
assurance on the internal control structure. However, we noted the following matters involving the internal
control structure and its operation that we consider to be reportable conditions under standards established
by the American Institute of Certified Public Accountants. Reportable conditions involve matters coming
to our attention relating to significant deficiencies in the design or operation of the internal control structure
that, in our judgment, could adversely affect the organization's ability to record, process, summarize, and
report financial data consistent with the assertions of management in the financial statements.

Accrued Vacation

Although accrued vacation has not been recorded on the financial statements, the amount of accrued
vacation must be considered in determining the fair presentation of the financial statements. The December
31, 199X analysis of accrued vacation had a balance significantly lower than the prior year's balance. The
details of the analysis were traced to the "attendance control cards." We found (1) the number of days
earned on the listing did not agree to that recorded in the cards, (2) individuals were reported in the cards
with earned vacation but were not on the listing, and (3) some of the cards appeared to not have been
maintained.
Detailed records of vacation days earned and used by employees should be timely and accurately
maintained. At least annually, these days should be converted to dollar amounts. Management should
review the conversion and consider reporting this liability on the financial statements for complete
recognition of liabilities.

Discussions with the office manager revealed that not all employees are required to notify her when they
use vacation days. All employees should be required to inform the office manager of all vacation days
taken. Employees should also be asked to periodically review their vacation records with the office
manager and to indicate their agreement by signing the records.

Allowance for Loan Loss
Our analysis of the allowance for loan loss account indicated that management's estimate of potential losses
is understated by approximately $50,000 at December 31, 199X. Management has adopted a statistical
method of funding die allowance for loan loss account, 50% of the loan balances delinquent 6 to 12 months
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and 100% of the loan balances delinquent of 12 or more months. We suggest that management evaluate
all delinquent loans quarterly to substantiate the adequacy of the account. This review should consist of a
detailed analysis to determine the potential dollar loss of each loan by classifying the delinquent accounts
into doubtful and loss categories. This procedure will support and document management's estimates of
the adequacy of the allowance for loan loss account.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control structure elements does not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
assigned functions.
Our consideration of the internal control structure would not necessarily disclose all matters in the internal
control structure that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses as defined above. However, we
believe that the following reportable condition is a material weakness.
Blank Checks

Blank checks are maintained in an unlocked cabinet along with the check signing machine.

Blank checks and the check signing machine should be locked in separate locations so as to prevent the
embezzlement of funds.
This report is intended solely for the information and use of the Supervisory Committee, management, and
others within the credit union.

Very truly yours,

[Firm's Signature]
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7.908

Engagement Performance Review Checklist
Client:____________________________________________________________________________
Financial Statement Date:___________________________________________________________

INSTRUCTIONS:

This checklist documents the in-charge, and engagement partner review responsibilities, as required by the
firm's quality control policies and procedures.
Part I of the checklist should be completed by the in-charge at the completion of the engagement. Part II
should be completed by the engagement partner.

Yes

No

See
Additional
Comments

Administrative Considerations:
1. Have all required engagement programs, forms, and checklists
been completed, signed, and dated?

2. Have all working papers been reviewed for:

a.

Initials and dates of preparation and review?

b.

Proper format, that is, headings, tickmark explanations,
indexing, and cross-referencing?

c.

Footing and testing of schedules prepared by client?

d.

Posting of adjustments and cross-referencing to trial
balance?

e.

Agreeing beginning balances to prior year's working
papers?

3. Do financial statements agree with the trial balance?

9/95

7.908

7-54

CREDIT UNION AUDIT MANUAL

-----------------------------------------------------------------------------------------------------------------ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Yes

No

See
Additional
Comments

4. Has the Time Summary Form been completed and significant
variances between budget and actual been explained?

5. Have the following letters been obtained and reviewed for
proper dating and propriety?
a. Management representations (dated as of the auditor's
report date).
b. Lawyers' letters (dated within two weeks of the auditor's
report date).

---------

--------- --------------

1. Have you reviewed all work done by assistants and cleared all
review points?

---------

--------- --------------

2. Does the work performed accomplish the objectives of the
engagement?

---------

--------- --------------

3. Do the conclusions in the working papers support the type of
report issued?
---------

--------- --------------

4. Has the engagement been completed in accordance with firm
policy and authoritative standards?

--------- --------------

Other Considerations:

5. Have all problems been adequately resolved?

---------

--------- --------------

6. If a situation has been encountered that impairs the firm’s
independence, has a disclaimer of opinion been issued for
public companies or a step-down to a compilation, with lack of
independence noted, for nonpublic companies?
---------

--------- --------------

7. Were any transactions or events encountered that, according to
the firm's policy, require consultation?

--------- --------------

•

7.908

---------

If yes, was
documented?

consultation

obtained

and

---------

properly

---------

--------- --------------
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♦ ------------------------------------------------------------------------------------------------------------------ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)

Yes

•

No

See
Additional
Comments

If applicable, were the resolutions of differences of opinion
among the engagement personnel documented?

8. Has a final review of the overall financial presentation been
performed? (If necessary, attach supporting working papers.)
9. Has the Subsequent Events Review Program been completed?

10. Has a technical review been completed, if required by the
firm's quality control policies and procedures?
11. Have all communications been made as required by SAS Nos.
53, 54, and 60 for:
a. Internal control structure related matters?

b. Irregularities?
c. Illegal acts?
12. If the entity has an audit committee or other formally designated
group responsible for oversight of the financial reporting
process, have the other matters required by SAS No. 61 been
communicated?

13. Additional comments:

Prepared by: Date:
(In-Charge)
Reviewed by: Date:
(Engagement Partner)
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ENGAGEMENT PERFORMANCE REVIEW CHECKLIST
(Continued)
Initials
Part II (To be completed by engagement partner)

1.

I have reviewed the engagement working papers, work programs, checklists, etc. to
the extent required by firm policy.
-----------

2.

I have reviewed the financial statements for appropriate form and conformity with
professional standards.
-----------

3.

I have reviewed the independent auditor's report for conformity with professional
standards and have determined that the conclusions reached in the working papers
support the report.
-----------

4.

I authorize issuance of the financial statements and the report.

Prepared by:

7.908

-----------

______________________ Date:
(Engagement Partner)
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Technical Review Checklist
Client:___________________________________________________________________________

Financial Statement Date:___________ _ _____________________________________________

Technical Reviewer: Date:
INSTRUCTIONS: This form should be completed by the technical reviewer on those engagements in
which a technical review is required by the firm's quality control policies and procedures.

Initials
1.

Review the financial statements for appropriate form and content. Consider the
appropriateness of:

a.
b.
c.
d.
e.

Titles.
Captions.
Classifications within captions.
Descriptions.
Reference to auditor's report and financial statement notes.

2.

Compare the Financial Statement Disclosure Checklist to the notes to the financial
statements. Consider whether the notes are complete and worded appropriately.

3.

Review the financial statements for any obvious departures from GAAP or
OCBOA.

4.

5.

Read the auditor's report for appropriateness and conformity with professional
standards.

_________

_________

If applicable, review the engagement checklists:

a. To determine that they support the conclusions reached in the engagement.
b. For potential problems.

6.

9/95
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------------------------------------------------------------------------------------------------------------------7.910

Consultation Form
Client:____________________________________________________________________________
Financial Statement Date: __________________________________ ________________________

INSTRUCTIONS: This Form should be completed by the engagement personnel for situations that
require consultation under the firm's quality control system. The consultant and engagement partner should
sign the Form to indicate their agreement with the resolution. Any disagreements between engagement
personnel and the consultant should be resolved by the firm's managing partner.
Brief Summary of Issue

Relevant Authoritative Literature

Resolution

Consultant Signature:

Date:—__________________________

Prepared by:Date:
(Engagement staff)

Reviewed by:Date:—______________________________
(Engagement Partner)
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CHAPTER 8

ILLUSTRATIVE AUDITOR’S REPORTS AND FINANCIAL STATEMENTS
8.000

INTRODUCTION

8.001 This chapter provides guidance for preparing or reviewing the financial statements and notes and
in drafting the appropriate auditor's report. Included in this chapter are:
• Discussion of various reporting situations and recommendations on formatting auditor's reports
(section 8.100)
• Examples of auditor's reports (section 8.200)
• Sample financial statements (section 8.300)

• Financial statement disclosure checklist, including a checklist for the auditor's report (section
8.400)
• Procedures for drafting and approving issuance of reports and financial statements (section
8.002)
• Financial Statement Control Form (section 8.500)
Drafting and Approving Issuance of Reports and
Financial Statements
8.002 Auditors should establish policies and procedures that would define responsibility regarding the
preparation and review of the financial statements and the notes to the financial statements and preparation
of the auditor's report. The Financial Statement Control Form, located in section 8.500, will help the
auditor document compliance with the firm's policies regarding the review process. It should be completed
beginning with the initial draft of the report submitted for typing, and should be signed by all individuals
performing the required procedures. It also documents the engagement partner's final approval to release
the report to the client.

8.003 Firms should also identify situations when the auditor's report, financial statements, and
engagement working papers should be reviewed by someone not associated with the engagement. This
review is discussed in Chapter 7, sections 7.711-7.713, and is documented on the Technical Review
Checklist in section 7.909.
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8.100

REPORTING ON AUDITED FINANCIAL STATEMENTS

Association With Financial Statements
8.101

Auditors are associated with financial statements when:
• They consent to the use of their name in documents containing financial statements they have
audited.

• They submit financial statements they prepared or assisted in preparing to clients or others,
even though the firm's name is not included with the statements.

8.102 It is important to note that this definition applies to situations in which the auditor has been
engaged to audit the financial statements. It does not apply to compilation and review engagements.
Report Preparation
8.103 Firms should develop standard policies and procedures for preparing and issuing reports. The
following are some suggested report preparation policies:

• Letterhead. The report should be presented on firm letterhead.
• Addressee. The report should be addressed to the board of directors of the credit union whose
financial statements are being audited as follows:
The Board of Directors
XYZ Credit Union
City, State Zip Code

• Salutation. A salutation should not be included on the report.
• Report Signing. The firm name should be manually signed by the engagement partner after
completing the Financial Statement Control Form in section 8.500. The words "Certified
Public Accountants" should be excluded from the signature if they are a normal part of the
firm's letterhead.

• Report Dating. Audit reports should be dated as of the last day of field work.
The date should be presented at the bottom of the page along with the city and state, if not
included in firm letterhead, as follows:

City, State
April 5, 199Y
If significant subsequent events are discovered before the report is issued, but after the
completion of field work, the report should be dual-dated for the subsequent event.

8.101
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♦ ------------------------------------------------------------------------------ - ------- -----------------Subsequent events affecting previously issued reports that are being reissued will also cause the
report to be dual-dated. The following illustrates dual-dating:
City, State
February 26, 199Y, except for Note X as to which the date is
April 5, 199Y

• Level of Service. The level of service performed and the nature of the report are outlined in
the engagement letter. The letter should be revised for any significant changes from the original
understanding with the client, such as, in the event of a step-up or step-down in the level of
service.
The partner should approve any step-up or step-down in level of service. A step-up in level of
service may occur after obtaining a revised understanding with the client. A step-down in level
of service should occur only after carefully evaluating the reasons for change because the
reasons for the change may also affect the report on lower levels of service. Limitations on the
scope of an audit, for example, may also preclude issuing a review or compilation report.
If more than one level of service is performed for financial statements of the same period,
(e.g., compilation and audit), the financial statements need only be accompanied by the report
on the highest level of service performed.

Reports on Audited Financial Statements
8.104 Generally accepted auditing standards (GAAS) establish reporting responsibilities. The four
standards of reporting stated in AU 150.02 are:

1. The report shall state whether the financial statements are presented in accordance with
generally accepted accounting principles (GAAP).

2. The report shall identify those circumstances in which GAAP has not been consistently applied
in the current period in relation to the preceding period.

3. Informative disclosures in the financial statements are to be regarded as reasonably adequate
unless otherwise stated in the report.
4. The report shall contain either an expression of opinion regarding the financial statements taken
as a whole, or a statement that an opinion cannot be expressed. When an opinion cannot be
expressed, the reasons should be stated. In all cases, the report should contain a clear-cut
indication of the degree of responsibility, if any, the auditor is taking.

Standard Report
8.105 The standard auditor's report prescribed by SAS No. 58, Reports on Audited Financial Statements
(AU 508), should be used when the auditor has formed an opinion, based on the application of GAAS, that
the financial statements present fairly, in all material respects, an entity's financial position, results of
activities, and cash flows in accordance with GAAP. It should address all financial statements presented.
A standard auditor's report for the presentation of comparative financial statements is illustrated in section
8.201.
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----------------------------------------------------------------------------------------------------------------Modifications of the Standard Auditor's Report
8.106 SAS No. 58 describes situations that may require auditors to modify the standard report, and also
provides illustrations of the appropriate modifying language. These modifications, which are discussed
in greater depth in the following sections, are:
Explanatory Language. A wide variety of situations may arise that require a modification of the
standard auditor's report, without affecting the expression of an unqualified opinion. Some of
the more common of such situations are uncertainties, going-concern problems, part of the
financial statements have been audited by another auditor, or a significant change in accounting
principles. The explanatory paragraph for situations that do not affect the auditor's opinion should
be placed after the opinion paragraph.
Qualified Opinion. Qualified opinions result from two general categories of situations: scope
limitations and departures from GAAP. A scope limitation arises when the auditor has been
unable to perform all of the auditing procedures he or she believes are necessary to express an
unqualified opinion on the financial statements. Financial statements containing a material
departure from GAAP, including inadequate disclosures in the financial statements, may lead the
auditor to qualify his or her opinion. Both situations require that an explanatory paragraph,
preceding the opinion paragraph, be included that describes the nature of the scope limitation or
the departure from GAAP.

Disclaimer of Opinion. A disclaimer of opinion may be required when:

•

The scope of the audit has been restricted so significantly that the auditor does
not have a basis for forming an opinion on the financial statements. In this
case, an explanatory paragraph, preceding the disclaimer paragraph, should be
included in the auditor's report to explain all significant reasons for the
disclaimer.

•

The auditor is not independent, in which case a one-paragraph disclaimer is
issued (applies for publicly held entities only). A compilation report with a
lack of independence noted should be issued for nonpublic entities.

Adverse Opinion. An adverse opinion should be expressed on financial statements that do not
present fairly the entity's financial position, results of operations, or cash flows in conformity with
GAAP. In other words, the auditor concludes that the financial statements are not fairly presented
in accordance with GAAP. Issuance of an adverse opinion requires inclusion of an explanatory
paragraph, preceding the opinion paragraph, that explains all of the reasons for the adverse
opinion and, if practicable, the effects of the subject matter of the adverse opinion on the financial
statements.

Scope Limitations

8.107 Restrictions on the scope of an audit, whether imposed by the client or by circumstances such as
the timing of the auditor's work, the inability to obtain sufficient, competent evidential matter, or an
inadequacy in the client's accounting records, may require a qualified opinion or a disclaimer of opinion.
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Deciding whether to qualify or disclaim is a matter of judgment, and generally the primary factor in this
decision is the materiality of the financial statement items affected. However, other factors should be
considered, such as the pervasiveness of the effects of the omitted auditing procedures and the nature of
the financial statement items affected.
Departures From GAAP

8.108 Unacceptable Principles. Significant departures from GAAP require that the auditor issue either
a qualified or adverse opinion. Choosing between a qualified or adverse opinion depends on the magnitude
of the departure. While the materiality of the effects of the departure is a primary consideration, the
auditor should also consider the pervasiveness of the departure, such as the number of financial statement
items affected, the importance of the departure to the organization's activities and its ability to obtain
funding, and the dollar effect of the departure on individual financial statement items as well as the
statements as a whole.

8.109 For both qualified and adverse opinions, an explanatory paragraph should be included, preceding
the opinion paragraph, that describes all of the substantive reasons for the auditor's opinion, and the effects
on the financial statements, if readily determinable. If it is not practical to determine the effects of the
departure, the explanatory paragraph should contain a statement to that effect. If information about the
effects of the departure are described in the notes, the explanatory paragraph can be shortened by referring
to the note.
8.110 Inadequate Disclosure. Departures from GAAP include not just inappropriate application of
accounting principles, but also omitted or inadequate disclosures in the financial statements. Such situations
require the auditor to add an explanatory paragraph, preceding the opinion paragraph, that describes the
nature of the inadequate or omitted disclosure and, if practical, the information that should have been
disclosed. The significance of the omitted or inadequate disclosure will determine whether a qualified or
adverse opinion is appropriate.

8.111 Report Modification. The opinion paragraph for a qualified opinion due to a departure from
GAAP should include the words "except" or "exception" and a reference to the explanatory paragraph that
describes that departure. Adverse opinions should include language such as "do not present fairly" and
should also include a reference to the explanatory paragraph. A qualified opinion indicating a departure
from GAAP is presented in section 8.203.
Errors, Irregularities, and Illegal Acts

8.112 If the financial statements are materially affected by an error, irregularity or illegal act that has
not been properly accounted for and disclosed, a qualified or adverse opinion should be considered. If the
auditor is precluded from applying necessary procedures or from obtaining sufficient information to
conclude whether an error, irregularity or illegal act that could be material to the financial statements has
occurred, a qualified or disclaimer of opinion should be issued. All such matters should be discussed
immediately with the engagement partner.
8.113 If a client will not accept modification of the report under the circumstances above, the firm should
consider withdrawing from the engagement and consulting with legal counsel.
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Consistency Exceptions

8.114

Accounting changes affecting consistency include:
• A change from one generally accepted accounting principle to another method, practice or
principle that is different from the one previously used.
• A change from an unacceptable to an acceptable principle (correction of an error).
• A change in financial statement classification that significantly affects financial position or
results of operations (e.g., classification of an item in earnings from operations as other income
or expense).
• A change in reporting entity.

8.115

Accounting changes not normally affecting consistency include:
• Initial adoption of an existing accounting principle for a new event or transaction.

• Insignificant reclassification.
• Correction of errors not involving a principle.
• Changes in accounting estimates.

8.116 The nature of the accounting change will determine whether prior periods should be restated or
a cumulative adjustment should be included in current activities. In either event, the change should be
disclosed in the notes to the financial statements and in the auditor's report in a separate paragraph
following the opinion paragraph. The auditor's concurrence with a change is implicit unless he or she takes
exception to the change. The opinion paragraph would be standard unless the change is to an unacceptable
principle or method, the change is not justified, or a prospective change of a principle requiring retroactive
adjustment is not discussed. In such situations, either a qualified or adverse opinion should be issued.

Uncertainties
8.117 Uncertainties are significant circumstances, events, or transactions affecting the financial
statements, the outcome of which cannot be reasonably estimated. Uncertainties are a particularly complex
area because they can result in a qualified or adverse opinion due to a departure from GAAP, a qualified
opinion or disclaimer due to a scope limitation, or merely an explanatory paragraph that does not affect
the auditor's opinion. SFAS No. 5, Accounting for Contingencies (CT C59), is the primary authoritative
pronouncement for financial statement presentation and disclosure of uncertainties.
8.118 Uncertainties Not Requiring Modification of the Opinion. Paragraph 23 of SAS No. 58 (AU
508.23) states that when the auditor has concluded that an uncertainty exists, he or she should consider
whether the matter warrants disclosure in the notes to the financial statements and inclusion of an
explanatory paragraph in the auditor's report.1 This assessment is based on the likelihood that the

1

8.114

As discussed in Chapter 1 at press time, the AICPA Auditing Standards Board had released an exposure
draft of a proposed amendment to SAS No. 58 that would eliminate the requirement to include an
explanatory paragraph in the auditor's report for certain uncertainties.
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♦ -----------------------------------------------------------------------------------------------------------------resolution of the uncertainty will result in a material loss. If management and the auditor believe the
likelihood of a material loss is "remote," no explanatory paragraph or disclosure would be required. If the
likelihood of a material loss is "probable" and, in some instances "reasonably possible," the uncertainty
should be disclosed in the notes to the financial statements and the auditor should include an explanatory
paragraph in the report. The explanatory paragraph should describe the uncertainty and indicate that the
outcome cannot presently be determined. This paragraph may be shortened by referring to information
in the notes to the financial statements. Because this situation does not result in a modified opinion, no
mention should be made of the uncertainty in the introductory, scope, or opinion paragraphs of the report.
8.119 Scope Limitations. A qualified opinion or disclaimer of opinion may be required if the auditor
is unable to obtain sufficient information to support management's assertions about the uncertainty. In
some ways, information about uncertainties may always be considered insufficient because it is dependent
on future, unknown events. However, if the auditor determines that information did or does exist, but it
is unavailable to him or her (e.g., because the information was destroyed or management will not allow
the auditor to have access to it), the auditor should consider modifying the report for a scope limitation.
8.120 Departures From GAAP. SAS No. 58, paragraph 19 (AU 508.19) describes three categories
of departures from GAAP involving uncertainties:

• Inadequate disclosure
• Inappropriate accounting principles
• Unreasonable accounting estimates

8.121 As mentioned in section 8.117, SFAS No. 5 sets forth the disclosure requirements for uncertainties.
A qualified or adverse opinion due to a departure from GAAP may be necessary if the auditor concludes that
the uncertainty has not been appropriately disclosed in accordance with SFAS No. 5.
8.122 Also, a departure from GAAP may exist if management has made inappropriate estimates of future
events in applying accounting principles (such as the use of unreasonable expected lives of depreciable
assets for calculating depreciation) or in making other accounting estimates.

8.123 Resolution of the Uncertainty. When a report is issued for a previous period that includes a
paragraph for an uncertainty, and this uncertainty is resolved in the current period, the explanatory
paragraph should be removed when issuing comparative financial statements that includes the previous
period, and any effects of the uncertainty should be recorded in the period of resolution.

8.124 An example of an explanatory paragraph (following the opinion paragraph) describing an
uncertainty follows:
As discussed in Note X to the financial statements, the Company is a defendant in a lawsuit
alleging violations of agreements not to compete. The Company has filed a counteraction, and
preliminary hearings and discovery proceedings on both actions are in progress. The ultimate
outcome of the litigation cannot presently be determined. Accordingly, no provision for any
liability that may result upon adjudication has been made in the accompanying financial statements.
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8.125 Going-Concern Uncertainties. If the auditor concludes that there is substantial doubt about the
organization's ability to continue as a going concern, the situation should be described in an explanatory
paragraph, following the opinion paragraph. The explanatory paragraph should describe the principal
events and conditions related to the going concern, their possible effects on the financial statements,
management's plans for corrective actions, and the auditor's conclusion that substantial doubt exists. SAS
No. 64, Omnibus Statement on Auditing Standards, imposes the additional requirement that the explanatory
paragraph include the terms "substantial doubt" and "going concern."

8.126 If financial statement disclosures about the uncertainty are inadequate, a departure from GAAP
exists, and either a qualified or adverse opinion may be necessary. A qualified opinion indicating a going
concern uncertainty is presented in section 8.202.
Reporting on Supplementary Information
8.127 Supplementary information includes detailed schedules of other data that are not necessary for a
fair presentation of the basic financial statements. Whenever supplementary information is included in an
auditor-submitted document, the auditor must indicate the degree of responsibility, if any, taken for this
information. A separate report on the supplementary information or a separate paragraph in the report on
the basic financial statements may be used to report on supplementary information. If a separate report
is issued, it should be on the firm's letterhead and be signed. The report date should be the same as for
the basic financial statements.

8.128 Reports on supplementary information should express or disclaim audit assurance. The extent and
results of testing of supplementary information will determine the firm's responsibility in each
circumstance. If a separate report on the supplemental information is issued, the first sentence of that
report should refer to the report on the basic financial statements.
Reporting on a Single Statement

8.129 In certain circumstances, an engagement to audit a single financial statement may be accepted.
Generally these engagements, called "limited reporting engagements," are a result of the client needing a
single financial statement to fulfill a contractual requirement, such as an organization that must provide its
landlord with an audited income statement for purposes of calculating rent. Also, entities that have never
been audited often request an audit of the statement of financial position only for the first year, with the
intention of having audits of the entire financial statements in the future. Generally such engagements are
accepted as long as there is a legitimate reason for the limited engagement, and provided there are no
restrictions on access to information underlying the financial statements or on the scope of the procedures
the auditor needs to perform. In such engagements, an unqualified opinion can be expressed on the
financial statement the auditor was engaged to audit. If the other financial statements are presented, a
disclaimer of opinion should be issued on those statements.

Relying on the Work of a Specialist
8.130 The firm may engage specialists to perform certain work supporting representations in the financial
statements. SAS No. 73, Using the Work of a Specialist, says if a review of the specialist's work finds it
satisfactory, and if no report modification is necessary because of the specialist's findings, there is no need
to refer to the specialist's work.
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8.131 If the specialist's work is not adequate to support the financial statement representations, a
qualification or disclaimer of opinion because of a scope limitation may be required. Findings of the
specialist that indicate the financial statements are not in accordance with GAAP may require a qualified
or adverse opinion.
Lack of Independence

8.132 For public entities, whenever the auditor is not independent with respect to a client whose financial
statements have been audited, a disclaimer of opinion should be issued. For nonpublic entities, the firm
may only issue a compilation report that includes a statement that the firm is not independent.
Reissuance of Audit Reports as Predecessors
8.133 If the auditor is asked by a former client to reissue its report on prior-period financial statements,
he or she should inform the client of the procedures necessary to comply with that request. If the client
agrees to perform these procedures, and pay the fee for these services, the auditor would ordinarily agree
to reissue the report.

8.134 Before reissuing a report, the auditor should consider whether the previous opinion on those
prior-period statements is still appropriate. Differences in the current form and presentation of the financial
statements for the prior period, or the possibility of material subsequent events affecting those financial
statements, could make the previous opinion inappropriate. The auditor should perform at least the
following procedures:

1. Read the financial statements of the current period.
2. Compare the prior-period financial statements with the financial statements to be presented in
comparative format by the successor.

3. Obtain a letter of representation from the successor auditor. The successor should represent
that his or her audit has not revealed any matters that may have a material effect on the prior
period financial statements.

8.135 If the firm reissues its report without change, the previous report date should be used. If the
financial statements or the report of the prior period are revised, the report should be dual-dated as to the
event or matter causing the revision. There should be no reference to the report or the work of the
successor auditor.
Reissuance of the Audit Report Subsequent
to the Date of Original Issue2

8.136 Occasionally the firm may be requested by a client to furnish additional copies of a previously
issued report. Approval of the engagement partner is necessary to reissue a previously issued report. In
such situations the authors recommend that the engagement partner prepare a memo stating the reasons for
the reissuance and that he or she is not aware of any circumstances occurring since the original report date
that would require adjustment to or disclosure in the financial statements.

2

The AICPA Auditing Standards Board recently issued an Auditing Interpretation, Eliminating a GoingConcern Explanatory Paragraph From a Reissued Report, which deals with situations where a previously
issued report contains a going-concern explanatory paragraph, and the situation that gave rise to the
going-concern has been resolved. Chapter 1 summarizes the guidance of this Interpretation.
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8.137 Use of the original report date removes any implication that records, transactions, or events after
that date have been audited or reviewed. Although the auditor has no responsibility to make further
investigation or inquiry as to subsequent events, the engagement partner should consider a brief discussion
with the client's chief financial or executive officer before reissuing his or her report.
Subsequent Discovery of Facts Existing at
Report Date
8.138 Although the auditor has no obligation to make any continuing inquiries or perform other
procedures after issuing his or her report, the auditor may become aware of information that affects the
financial statements upon which he or she has previously reported. When becoming aware of such
information, the auditor should determine the reliability of the information and whether such information
existed at the date of the report. The engagement partner should make inquiries of client management in
this regard.

8.139 If the information is reliable and did exist at the date of the report, if the report would have been
affected if the information had been known at the report date, and if there are persons relying on the
financial statements who would attach importance to the information, the auditor should take action to
prevent future reliance on the report. If the engagement partner concludes that action should be taken to
prevent future reliance on the report, he or she should advise the client to make appropriate disclosure of
the newly discovered facts and their impact on the financial statements to the persons known to be, or likely
to be, relying on the financial statements and related report. Disclosures should be made in one of the
following ways:
• If the effects of subsequent facts can be promptly determined, disclosure should include
reissuing revised financial statements and a revised report. The reasons for the revision usually
should be described in a note to the financial statements and referred to in the auditor's report.
• If the current financial statements have not been released, appropriate disclosure of the revision
of the prior-period financial statements can be included therein.

• When the effects of subsequent facts cannot be readily determined, revisions of financial
statements and reports may be delayed. In this case, persons known to be, or likely to be,
relying on the financial statements should be notified by the client that the financial statements
and related reports should not be relied on, and that revised financial statements and report will
be forthcoming.
8.140 If the client refuses to make the disclosures discussed above, the auditor should contact legal
counsel. He or she should also notify all members of the board of directors of such refusal and that the
firm will take the following steps to prevent future reliance on its report:

• Notify the client that the auditor's report must no longer be associated with the financial
statements.
• Notify any applicable regulatory agencies that the report should no longer be relied upon.
• Notify each person known to be relying on the financial statements that the report should no
longer be relied upon.
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8.141 If the auditor's investigation of the subsequently discovered information is satisfactory, and he or
she has determined that the information is reliable, the notifications in section 8.140 should include a
description of the effects of the information on the financial statements. If the client has not cooperated
and, as a result, the auditor has been unable to conduct a satisfactory investigation, the auditor does not
need to indicate the details of the information. Instead, he or she should indicate that the auditor's report
must no longer be relied upon nor should the auditor be associated with the financial statements.
Special Reports

8.142

Special reports are those issued in connection with:

• Financial statements that are prepared in accordance with an other comprehensive basis of
accounting (OCBOA) rather than GAAP.
• Specified elements, accounts, or items of a financial statement.
• Compliance with aspects of contractual agreements or regulatory requirements related to
audited financial statements.

• Financial information presented in prescribed forms or schedules that require a prescribed form
of auditor's report.
8.143 SAS No. 62, Special Reports, requires that an auditor's report issued for financial statements
presented using the cash basis, a regulatory basis or other comprehensive non-GAAP basis should include
a paragraph that states the basis of presentation and refers to a note describing the basis of the presentation,
and a statement that the basis is a comprehensive basis of accounting other than GAAP.
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8.201

Standard Auditor's Report

Independent Auditor's Report

We have audited the accompanying statements of financial condition of XYZ Credit Union as of December
31, 19X2 and 19X1, and the related statements of income, members' equity, and cash flows for the years
then ended. These financial statements are the responsibility of the Credit Union's management. Our
responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Credit Union as of December 31, 19X2 and 19X1, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.

[Signature]
[Date]
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Emphasis of a Going-Concern Uncertainty

Independent Auditor's Report

We have audited the accompanying statements of financial condition of XYZ Credit Union as of December
31, 19X2 and 19X1, and the related statements of income, members' equity, and cash flows for the years
then ended. These financial statements are the responsibility of the Credit Union's management. Our
responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of XYZ Credit Union as of December 31, 19X2 and 19X1, and the results of its
operations and its cash flows for the years then ended in conformity with generally accepted accounting
principles.
The accompanying financial statements have been prepared assuming that the Credit Union will continue
as a going concern. As discussed in Note X to the financial statements, the Credit Union has suffered
recurring losses from operations that raises substantial doubt about its ability to continue as a going
concern. Management's plans in regard to these matters are also described in Note X. The financial
statements do not include any adjustments that might result from the outcome of this uncertainty.

[Signature]
[Date]

9/95

8.202

8-20

CREDIT UNION AUDIT MANUAL

8.203

Qualified Opinion - Departure from GAAP

Independent Auditor's Report

We have audited the accompanying statements of financial condition of XYZ Credit Union as of December
31, 19X2 and 19X1, and the related statements of income, members' equity, and cash flows for the years
then ended. These financial statements are the responsibility of the Credit Union's management. Our
responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

The Credit Union has reported members' shares as equity in the accompanying statements of financial
condition that, in our opinion, should be reported as liabilities in order to conform with generally accepted
accounting principles. If these shares were properly reported, liabilities would increase and equity would
decrease by $and $as of December 31, 19X2 and 19X1, respectively.
In our opinion, except for the effects of reporting members' shares as equity as discussed in the preceding
paragraph, the financial statements referred to above, present fairly, in all material respects, the financial
position of XYZ Credit Union as of December 31, 19X2 and 19X1, and the results of its operations and
its cash flows for the years then ended in conformity with generally accepted accounting principles.

[Signature]

[Date]
Note:

(1) Qualified opinions due to departures from GAAP are discussed in SAS No. 58 at AU 508.49-.54. If
the effects of the departures are so pervasive that the auditor concludes the financial statements are not
presented fairly in conformity with GAAP, an adverse opinion may be necessary, as discussed in SAS
No. 58, AU 508.67-.69.
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8.300 SAMPLE FINANCIAL STATEMENTS
This section contains illustrative financial statements of a credit union that are intended to provide sample
formats and disclosures for a hypothetical credit union. They are not intended to illustrate all disclosures
required by GAAP.

Preparers and auditors of financial statements of credit unions should be familiar with the rules and
regulations of the NCUA, or the appropriate state regulator, including those that relate to the form and
content of financial statements.
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♦
Sample Federal Credit Union
Statements of Financial Condition
December 31, 19X4 and 19X3
19X4

19X3

$ 2,361,828
—
65,137,887
500,000

$ 9,446,911
57,670,472

71,939,100
—
1,372,766
—
236,251
1,154,610
972,863
350.384

66,898,424
921,479
873,818
2,457,200
295,751
1,022,908
1,558,796
193,197

$144,025,689

$141,338,956

$125,770,122
528,507
87,250
2,428,596

$123,533,876
189,533
78,476
3.263.922

$128.814.475

$127.065.807

Assets

Cash and cash equivalents
Investment securities (note 2)
Available-for-sale
Held-to-maturity
Loans to members, net of allowance for loan losses
(note 3)
Payroll deduction receivable
Accrued interest receivable
Loans held for sale
Property and equipment (note 4)
NCUSIF deposit
Share drafts receivable
Other assets
Total assets

Liabilities and Members' Equity
Liabilities

Members' shares and savings accounts (note 6)
Accounts payable
Other accrued liabilities
Undistributed payroll deduction
Total liabilities

—

Commitments and Contingent Liabilities (note 9)
Members' Equity - Substantially Restricted (note 7)

Total liabilities and members' equity

15.211.214

14.273.149

$144.025.689

$141.338.956

See accompanying notes to financial statements
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Sample Federal Credit Union
Statements of Earnings
For the Years Ended December 31, 19X4 and 19X3
19X4
Interest Income
Loans receivable
Investment securities

19X3

$ 5,954,379
3.751.157

$ 6,169,913
3.406.204

9,705,536

9,576,117

5.142.873

5.056.240

4,562,663

4,519,877

(152.575)

(256.038)

Net interest income after provision for
loan losses

4,410,088

4,263,839

Non-Interest Income
Unrealized gains on investment securities, net
Gains on disposal of fixed assets

—
1,313

7,671
603

596,056
(5,054)
26,125
291.651

738,444
113,266
—
280.644

Total interest income
Interest Expense
Interest and dividends on members' shares
and savings accounts

Net interest income
Provision for Loan Losses

Gains on sales of investments
Gains (losses) on sales of loans
Miscellaneous income
Fees and charges
Total non-interest income

___910,091

1.140.628

See accompanying notes to financial statements
9/95

8.300

8-24

CREDIT UNION AUDIT MANUAL

-----------------------------------------------------------------------------------------------------------------Sample Federal Credit Union
Statements of Earnings
(Continued)
For the Years Ended December 31, 19X4 and 19X3

Non-Interest Expenses
Operating expenses
Compensation and benefits
Occupancy
Total non-interest expenses

Earnings From Continuing Operations

19X4

19X3

$1,317,422
1,387,776
141.439

$1,232,047
1,207,331
135.135

2.846.637

2.574.513

2.473.542

2,829,954

Cumulative Effect of an Accounting Change for
Postretirement Benefits other than Pensions
(note 12)

Net Earnings

53,399

$2.473.542

$2,776,555

See accompanying notes to financial statements
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Sample Federal Credit Union
Statements of Members' Equity
For the Years Ended December 31, 19X4 and 19X3
Unrealized
Holding
Gains/(Losses)
on Investments

Members' Equity January 1, 19X3

$

Net Earnings

—

Transfers, Net

_

Members' Equity December 31, 19X3

—

Cumulative Effect of
Change in Accounting
for Investment
Securities (note 1)

2,516,057

Appropriated
Contingency

Statutory

$ 1,087,500

$6,709,810

$11,496,594

—

—

2,776,555

2,776,555

_

116.453

3,815,737

1,087,500

_

_

—

—

—

Transfers, Net

—

60,318

1,150,000

____ (4.051.533)

Members' Equity December 31, 19X4
(note 7)

$

(1,535,476)

__ Total__

$ 3,699,284

Net Earnings

Change in Fair Value
of Investment
Securities

Undivided
Earnings

_

(116.453)

9,369,912

14,273,149

_

2,516,057

2,473,541

2,473,541

(1,210,318)

—

(4,051,533)

$ 3,876,055

$

2,237,500

$10,633,135

$15,211,214

See accompanying notes to financial statements
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Sample Federal Credit Union
Statements of Cash Flows
For the Years Ended December 31, 19X4 and 19X3
19X4

19X3

Cash Flows From Operating Activities:

Net earnings
Adjustments:
Depreciation
Provision for loan losses
Realized gains on sales of investments
Amortization of loan origination fees
Net amortization of premiums/(discounts)
on investments
Losses (gains) on sale of loans
Gains on disposal of fixed assets
Recoveries of charged off loans

$ 2,473,542

$ 2,776,555

100,794
152,575
(596,056)
(50,669)

124,150
256,038
(738,444)
(212,812)

(432,941)
5,054
(1,313)
83,386

(280,693)
(113,266)
(603)
39,296
(926,334)

Changes in assets and liabilities:
Decrease (increase) in payroll deduction receivable
Decrease (increase) in accrued interest receivable
Decrease (increase) in loans held for sale
Decrease (increase) in share drafts receivable
Decrease (increase) in other assets
Increase in accounts payable
Increase (decrease) in other accrued liabilities
Decrease (increase) in undistributed payroll deduction

Total adjustments

Net cash provided from operating activities

921,479
(498,948)
2,457,200
585,933
(157,187)
338,974
8,774
(835,326)

(138,421)
233,897
(50,328)
(1,558,796)
41,669
8,627
(13,035)
618,295

2,081,729

(1,784,426)

4,555,271

992,129

See accompanying notes to financial statements
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Sample Federal Credit Union
Statements of Cash Flows
(Continued)
19X4

19X3

Cash Flows From Investing Activities:
$ (7,745,541)
48,894
25,361,003
(33,834,899)
2,465,626
(64,411)
(131,702)
24.430

$ (10,630,438)
391,963
22,086,380
(28,431,032)
8,792,910
(148,859)
(53, 657)
46.764

Net cash used in investing activities

(13.876.600)

(7.945.969)

Cash Flows From Financing Activities:
Additional members' shares (net)

2.236.246

8.357.107

(7,085,083)

1,403,267

9.446.911

8.043.644

$ 2.361.828

$ 9.446.911

Additional loans to members (net)
Loan origination fees collected
Proceeds from maturities and sales of investment securities
Purchases of investments
Proceeds from sales of loans
Acquisition of property and equipment
Increase in NCUSIF deposits
Proceeds from disposal of property and equipment

Net Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents—Beginning
Cash and Cash Equivalents—Ending

See accompanying notes to financial statements
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Sample Federal Credit Union
Notes to Financial Statements
December 31, 19X4 and 19X3
Note 1 — Nature of Business and Significant Accounting Policies

Nature of Business. Sample Federal Credit Union's operations are principally related to holding deposits
for and making loans to employees of Sample Company and their families.
Pervasiveness of Estimates. The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates.
Basis of Presentation. Certain items in the 19X3 financial statements have been reclassified to conform
to the 19X4 presentation.

Cash Equivalents. For purposes of the statements of cash flows, cash equivalents include time deposits,
certificates of deposit, and all highly liquid debt instruments with original maturities of three months or
less.
Investment Securities. The Credit Union adopted Statement of Financial Accounting Standards (SFAS)
No. 115, Accounting for Certain Investments in Debt and Equity Securities, as of January 1, 1994. Upon
implementation, SFAS No. 115 requires that management determine the classification of individual
investment securities as trading securities, investments available-for-sale or investments held-to-maturity.
In accordance with SFAS No. 115, the cumulative effect of the accounting change was recorded at the date
adopted, without restatement of prior years' financial statements. For the year ended December 31, 19X3,
the Credit Union reported its investments in debt securities at amortized cost.
The Credit Union's investments in securities for the year ended December 31, 19X4 are classified and
accounted for as follows:
Held-to-Maturity Securities. Bonds, notes and debentures for which the Credit Union has the positive
intent and ability to hold to maturity are reported at cost, adjusted for amortization of premiums and
accretion of discounts which are recognized in interest income using the straight-line method, which
materially approximates the interest method, over the period to maturity.

Available-for-Sale Securities. Securities available for sale consist of bonds, notes, debentures, mutual
funds of U.S. Government securities and certain equity securities not otherwise classified as securities
to be held to maturity.
Declines in the fair value of individual held-to-maturity and available-for-sale securities below their cost
that are other than temporary have resulted in the write-down of the individual securities to their fair
values. The related write-downs have been included in earnings as realized losses.
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 1 — Nature of Business and Significant Accounting Policies (Continued)

Investment Securities (Continued)
Unrealized holding gains and losses on securities available-for-sale are reported as a net amount in a
separate component of members' equity until realized.

Gains and losses on sales of securities available-for-sale are determined using the specific-identification
method.
Loans Held-for-Sale. Mortgage loans originated and intended for sale in the secondary market are carried
at the lower of aggregate cost or estimated market value in the aggregate. Net unrealized losses are
recognized in a valuation allowance by charges to income. All sales are made without recourse.
Property and Equipment. Property and equipment are stated at cost, less accumulated depreciation.
Depreciation is computed on the straight-line method over the estimated useful lives of the assets.

NCUSIF Deposit. The deposit in the National Credit Union Share Insurance Fund (NCUSIF) is in
accordance with NCUA regulations, which require the maintenance of a deposit by each insured credit
union in an amount equal to 1 percent of its insured shares. The deposit would be refunded to the credit
union if its insurance coverage is terminated, it converts to insurance coverage from another source, or the
operations of the fund are transferred from the NCUA Board.

Loans to Members and Allowance for Loan Losses. Loans are stated at the amount of unpaid principal,
reduced by an allowance for loan losses. Interest on loans is recognized over the term of the loan and is
calculated using the simple interest method on principal amounts outstanding. The allowance for loan
losses is established through a provision for loan losses charged to expense. Loans are charged against the
allowance for loan losses when management believes that the collectibility of the principal is unlikely. The
allowance is an amount that management believes will be adequate to absorb possible losses on existing
loans that may become uncollectible, which is adjusted monthly based on evaluations of the collectibility
of loans and prior loan loss experience. The evaluations take into consideration such factors as changes
in the nature and volume of the loan portfolio, overall portfolio quality, review of specific problem loans,
and current economic conditions that may affect the borrowers' ability to pay. Accrual of interest is
discontinued on a loan when management believes, after considering economics, business conditions, and
collection efforts, that the borrowers' financial condition is such that collection of interest is doubtful.
Loan fees are deferred and recognized as an adjustment to interest income using the straight-line method
over the contractual life of the loans, adjusted for estimated prepayments based on the Credit Union's
historical prepayment experience. The straight-line method, which is not in accordance with generally
accepted accounting principles, is not materially different from the interest method which is required under
generally accepted accounting principles.
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)
Note 1 — Nature of Business and Significant Accounting Policies (Continued)

NCUSIF Insurance Premium. A credit union is required to pay an annual insurance premium equal to
one-twelfth of 1 percent of its total insured shares, unless the payment is waived or reduced by the NCUA
Board. The NCUA Board waived the Credit Union's 19X4 and 19X3 insurance premiums.
Income Taxes. Sample Federal Credit Union is exempt, by statute, from Federal income taxes and State
Corporate Business tax.

Members' Shares and Savings Accounts. Members' shares are subordinated to all other liabilities of the
Credit Union upon liquidation. Interest on members' shares and savings accounts is based on available
earnings at the end of an interest period and is not guaranteed by the Credit Union. Interest rates on
members' shares accounts are set by the Board of Directors, based on an evaluation of current and future
market conditions.

Note 2—Investment Securities
The carrying amounts of investment securities as shown in the statements of financial condition of Sample
Federal Credit Union and their approximate fair values at December 31, 19X4 are as follows:

Securities available
for sale -

Amortized
Cost

U.S. Government
securities

$ 55,310,505

$

Gross
Unrealized
Losses

Fair
Value

-

$(2,543,268)

$ 52,767,238

Bank stock

148,136

1,374,114

—

1,522,250

Corporate bonds

508,828

—

(6,827)

502,000

Certificates of deposit

7,244,647

—

—

7,244,647

Mutual funds

2,611,661

—

(249,916)

2,361,745

869,368

________ —

(129,361)

____ 740,007

$66,693,145

$ 1,374,114

$(2,929,372)

$65,137,887

Mortgage-backed
securities

Total securities
available-for-sale

8.300

Gross
Unrealized
Gains
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)
Note 2—Investment Securities (Continued)

Securities to be held
to maturity -

Amortized
Cost

Corporate Credit
Union

$ 500,000

Gross
Unrealized
Gains
$______

Gross
Unrealized
Losses

$___

Fair
Value

$ 500,000

Carrying values and estimated market values of investment securities at December 31, 19X3
are as follows:

Estimated
Carrying
Value

Market
Value

U.S. Government and federal
agency securities
Corporate Credit Union
Mutual funds
Certificates of deposit
Bank stock
Mortgage-backed securities

$ 40,375,205
1,500,000
6,070,911
8,567,402
206,174
____ 950,780

$ 40,614,569
1,500,000
6,070,911
8,567,402
2,469,059
____ 964,588

Total investment securities

$ 57,670,472

$60,186,529

The amortized cost and estimated market values of investments in debt securities including mortgage-backed
securities at December 31, 19X3 are as follows:

9/95

Amortized
Cost

Estimated
Market
Value

U.S. Government securities

$ 40,375,205

$ 40,614,569

Mortgage-backed securities

____ 950,780

____ 964,588

$41.325.985

$41.579.157
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 2—Investment Securities (Continued)

The amortized cost and estimated market value of debt securities, including mortgage-backed securities,
at December 31, 19X4, by contractual maturity, are shown below. Expected maturities will differ from
contractual maturities because borrowers may have the right to call or prepay obligations with or without
call or prepayment penalties.

Securities Available for Sale -

Amortized
Cost

Due in one year or less
Due from one year to five years
Due after five years
Mortgage-backed securities

$ 8,157,909
47,548,303
113,121
869,368

$ 8,131,940
45,026,581
110,717
740,007

$ 56,688,701

$ 54,009,245

Total

Fair
Value

Proceeds from sales of securities during the year ended December 31, 19X4 were $13,109,609.
Gross realized gains and gross realized losses on sales of securities available for sale were:

Gross realized gains
Bank stock

$905.711

Gross realized losses
U.S. Government securities
Mutual funds
Certificates of deposit

$ 116,613
175,787
$ 17.255
$ 309.655

8.300
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 3—Loans to Members
The composition of loans to members is as follows:

19X4
Automobiles
Line-of-credit
Mortgage
Other secured
Unsecured
Student loan
Visa/Mastercard
Net deferred loan origination fees

$ 16,217,273
11,621,361
31,315,649
4,008,709
4,942,199
1,116,913
3,317,868
(177,674)

$ 13,847,893
7,985,375
32,074,831
4,397,338
5,433,379
856,968
2,975,442
(179,450)

72,362,298

67,391,776

Total

423,198

___493,352_

$71,939,100

$ 66,898,424

Less: Allowance for loan losses

Total loans to members

19X3

A summary of changes in the allowance for loan losses is as follows:

Balance - beginning
Provision charged to operations
Loans charged off

$

Recoveries
Balance - ending

493,352
152,575
(306,115)

$

39.296

___ 83.386
$

423.198

530,361
256,038
(332,343)

$

493.352

Loans on which the accrual of interest has been discontinued or reduced amounted to $183,242 and
$278,359 for the years ended December 31, 19X4 and 19X3, respectively. If interest on those loans had
been accrued, such accrued income would have been $9,648 and $23,317 for 19X4 and 19X3, respectively.
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 4—Property and Equipment
Depreciation included in the determination of net earnings for the years ended December 31, 19X4 and
19X3 amounted to $100,794 and $124,150, respectively.

The principal categories of property and equipment may be summarized as follows:
19X3

19X4
Computer equipment
Leasehold improvements
Furniture and equipment

$

Total
Less accumulated depreciation
Undepreciated cost

$

570,280
242,862
553,763

$

548,546
235,468
541,597

1,366,905

1,325,611

1,130,654

1,029,860

236,251

$

295,751

Note 5—Borrowed funds

The Credit Union has a line-of-credit from Corporate Credit Union at an interest rate of 6.00% guaranteed
by all assets. The maximum credit available was $5,000,000 and $1,500,000 at December 31, 19X4 and
19X3, respectively, and there were no loans outstanding at these dates.
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 6—Members' Shares and Savings Accounts
19X4

___ 19X3

$ 67,722,165
20,626,519
1,797,823
7,773,406

$ 79,147,690
9,131,102
2,026,781
7,111,959

$ 97,919,913

$97,417,532

755,275
2,604,162
15,567,038
___8,923,734

14,657,332
1,794,535
4,570,487
___5,093,990

27,850,209

26,116,344

$125,770,122

$123,533,876

Share accounts
Daily high yield
IRA Shares
Share draft accounts

Share and IRA Certificates:
3.00%
4.05%
5.05%
6.05%

-

4.00%
5.00%
6.00%
10.00%

At December 31, 19X4, scheduled maturities of share and IRA certificates are as follows:

19X6

19X5
3.00%-4.00%

$

753,449

$

1,826

19X7
$

19X8
-

19X9

$

$

-

4.05%-5.00%

1,944,967

394,446

220,838

—

43,912

5.05%-6.00%

9,665,515

3,350,102

2,454,814

96,607

—

6.05% -10.00%

2,237,562

___505,268

454,895

1,347,736

4,378,272

$ 14,601,493

$4,251,642

$ 3,130,547

$ 1,444,343

$4,422,184
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-----------------------------------------------------------------------------------------------------------------Sample Federal Credit Union
Notes to Financial Statements
(Continued)
Note 6—Members' Shares and Savings Accounts (Continued)

Interest expense on members' shares and savings accounts is summarized as follows:
19X3

19X4

Share certificates
Daily high yield
IRA deposits
IRA shares
Share draft accounts
Share accounts

$

339,574
565,477
1,021,759
68,321
125,288
3.022.454

$ 5.142.873

$

300,190
407,308
1,097,507
93,038
90,964
3.067.233

$ 5.056.240

Note 7—Members' Equity

Sample Federal Credit Union is required by regulation to maintain a statutory reserve. This reserve, which
represents a regulatory restriction of members' equity, is not available for the payment of dividends.
Other appropriated members' equity represents a restriction on the payment of dividends as established by
the Board of Directors.

Note 8—Related Party Transactions
Virtually all employees and members of the Board of Directors have member accounts at Sample Federal
Credit Union, both deposit accounts and loan accounts. The terms of transactions involving these accounts
(i.e., rates charged and paid) are comparable to those of accounts for other members.

Note 9—Commitments and Contingent Liabilities

Lease Commitments. At December 31, 19X4, Sample Federal Credit Union was obligated under
noncancellable operating leases for office space. Net rent expense under operating leases, included in
expenses, was $118,948 and $106,304 for the years ended December 31, 19X4 and 19X3, respectively.
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 9—Commitments and Contingent Liabilities (Continued)
The projected minimum rental payments under the terms of the leases at December 31, 19X4 are as
follows:

Year Ending December 31

19X5
19X6
19X7

$

118,948
106,612
58,593

$

284,153

Loan Commitments. At December 31, 19X4, Sample Federal Credit Union had outstanding commitments
for unused lines-of-credit, and to originate loans that are not reflected in the accompanying financial
statements, as follows:

Lines-of-credit
Credit cards

$ 24,970,743
8.245.084
$ 33.215.827

Sample Federal Credit Union is a party to financial instruments with off-balance-sheet risk in the normal
course of business to meet the financing needs of its members. These financial instruments include
commitments to extend credit and involve, to varying degrees, elements of credit and interest rate risk in
excess of the amount recognized in the statement of financial position. The contract or notional amounts
of those instruments reflect the extent of involvement Sample Federal Credit Union has in particular classes
of financial instruments.
Sample Federal Credit Union's exposure to credit loss in the event of nonperformance by the other party
to the financial instrument for commitments to extend credit is represented by the contractual notional
amount of those instruments. Sample Federal Credit Union uses the same credit policies in making
commitments as it does for on-balance-sheet instruments.

Unless noted otherwise, Sample Federal Credit Union does not require collateral or other security to
support financial instruments with credit risk.
Financial instruments whose contract amounts represent
credit risk—commitments to extend

$ 33,215,827

Commitments to extend credit are agreements to lend to a member as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other
termination clauses and may require payment of a fee. Since many of the commitments are expected to
expire without being drawn upon, the total commitment amounts do not necessarily represent future cash
requirements. Sample Federal Credit Union evaluates each member's credit worthiness on a case-by-case
basis. The amount of collateral obtained, if deemed necessary by Sample Federal Credit Union upon
extension of credit, is based on management's credit evaluation of the counterparty.
9/95
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 10—Fair Values of Financial Instruments
Cash and Cash Equivalents. The carrying amount approximates fair value due to the short-term nature
of these instruments.
Investment Securities. Fair values have been determined using quoted market prices for all investment
securities.
Loan Receivables. Fair value is based on the discounted value of future cash flows expected to be received
for a loan or group of loans using current rates at which similar loans would be made to borrowers with
similar credit ratings and the same remaining maturities. This method considers interest rate changes and
credit risk changes within the discount rate chosen. A single discount rate is applied to homogeneous
categories of loan such as credit cards and automobile loans.

Members' Shares. The fair value of member deposits (share accounts and share drafts) having no fixed
maturity is the amount payable on demand at the reporting date.
Deposit Accounts. The fair value of fixed maturity member deposits (certificates of deposit and individual
retirement accounts) is estimated using the rates currently offered for deposits with similar remaining
maturities.

The carrying amounts and estimated fair values of the Credit Union's financial instruments as of December
31, 19X4 are as follows:

Carrying
Amount

Financial Assets
Cash and cash equivalents
Investment securities
Loans receivable
Less: allowance for loan losses

8.300

Fair
Value

2,361,828
65,637,887
72,362,298
423,198

$ 2,361,828
65,637,887
70,694,318
___ 423,198

$ 139,938,815

$138,270,835

Financial Liabilities
Member's shares and savings accounts

$ 125,770,122

$120,011,722

Off-Balance-Sheet Financial
Instruments
Commitments to extend credit

$ 33.215.827

$ 33.215.827

$
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)

Note 11—Pension Plan
The Credit Union sponsors a defined benefit pension plan that covers substantially all employees. The plan
calls for benefits to be paid to eligible employees at retirement based primarily upon years of service with
the Credit Union and compensation rates near retirement. Contributions to the plan reflect benefits
attributed to employees' services to date, as well as services expected to be earned in the future.

The following shows the funded status of the plan and the amounts included in the accompanying statements
of financial condition at December 31, 19X4 and 19X3:
Actuarial present value of benefit obligations:

19X3

19X4

Accumulated benefit obligation, including vested benefits of
$213,202 and $173,209 at December 31, 19X4 and 19X3

$

Projected benefit obligation for service rendered to date
Plan assets at fair value
Projected benefit obligation in excess of plan assets

$ (445,209)
___ 370,613
(74,596)

Unrecognized net gain from past experience different from
that assumed and effects of changes in assumptions
Unrecognized net obligation at January 1, 19W9 being
recognized over 18 years

Prepaid (accrued) pension cost

$

231,542

$

192.492
(377,704)
212.802
(164,902)

187,680

195,972

(49,442)

(53,563)

63,642

$ (22,493)

Net periodic pension cost:
19X4

Service cost—benefits earned during the period
Interest cost on the projected benefit obligation
Actual return on plan assets
Amortization of unrecognized net (asset) liability

$ 46,803
26,211
(22,517)
___ 4,669

Net periodic pension cost

$ 55,166

19X3
$

44,120
11,203
(21,761)
___ (4,120)
$ 29,442

The weighted average discount rate and rate of increase in future compensation levels used in determining
the actuarial present value of the projected benefit obligation was 4% and 6%, for the years ended
December 31, 19X4 and 19X3. The expected long-term rate of return on assets was 7% and 8% for the
years ended December 31, 19X4 and 19X3, respectively.
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Sample Federal Credit Union
Notes to Financial Statements
(Continued)
Note 12—Postretirement Benefits Other Than Pensions

The Credit Union provides certain postretirement health care benefits for certain employees. Effective
January 1, 19X3, the Credit Union adopted SFAS No. 106, Employers' Accounting for Postretirement
Benefits Other Than Pensions. SFAS No. 106 requires accrual of the obligation for postretirement health
care benefits, based on actuarial determined costs to be recognized over the period from the date of hire
to the full eligibility date of employees who are expected to qualify for such benefits. As of January 1,
19X3, the Credit Union recognized the full amount of its estimated accumulated postretirement benefit
obligation, $53,399, which represents the present value of the estimated certain benefits payable to
employees after retirement. This is shown as the cumulative effect of an accounting change in the 19X3
statement of earnings.
The following sets forth the plan's funded status and amounts included in the Credit Union's statements of
financial condition at December 31, 19X4 and 19X3.

Accumulated postretirement benefit obligation (APBO):
19X4

Retirees
Fully eligible plan participants
Other active plan participants

$

Unrecognized net loss from change in actuarial assumptions
Accrued postretirement benefit cost

$

19X3

—
134,363

$

(41,046)

_______ —

93,317

$ 66,113

—
66,113

For the years ended December 31, 19X4 and 19X3, the components of net periodic postretirement benefit
cost for these postretirement benefits were as follows:
19X4

Service cost
Interest cost
Amortization of unrecognized net loss from change in
actuarial assumptions

$

Net periodic postretirement benefit cost

$

16,106
8,250

___ 2,848
27,204

___ 19X3
$

8,709
4,005

_______ =
$

12,14

A 9.5% annual rate of increase in the per capita costs of covered healthcare benefits was assumed for
19X5. Increasing the assumed healthcare cost trend rates by one percentage point in each year would have
resulted in an increase in the APBO as of December 31, 19X4, of $19,198 and an increase in the aggregate
of the service cost and interest cost components of net periodic postretirement benefit cost for 19X4 of
$2,301. A weighted average discount rate of 7.5% was used to determine the APBO.
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Note 13—Loan Servicing
Mortgage loans serviced for the Federal Home Loan Mortgage Corporation ("Freddie Mac") are not
included in the accompanying statements of financial condition. The unpaid principal balances of these
loans are $12,556,525 and $11,519,478 at December 31, 19X4 and 19X3, respectively. Custodial escrow
balances maintained in connection with the foregoing loan servicing were $121,868 and $41,530 at
December 31, 19X4 and 19X3, respectively.
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♦-------------------------------------------------------------------------------------------------------------------8.400

FINANCIAL STATEMENT AND AUDITOR’S REPORT DISCLOSURE CHECKLISTS

8.401 Credit unions are cooperatives owned and directed by their members. The credit union industry
operates under federal and state supervision and regulation. Those regulations influence the accounting
and financial reporting.
8.402 Credit unions are subject to periodic examinations by supervisory agency examiners in addition
to examinations by the credit unions' own supervisory committees.
8.403

Common accounting and reporting by credit unions include:
• Accrual basis of accounting is the only acceptable basis of accounting under generally accepted
accounting principles (GAAP), although some credit unions may report certain revenue and
expense items on a cash or modified cash basis.

• Credit unions usually prepare an unclassified statement of financial condition.
• For GAAP purposes, members' savings (share) accounts are classified as liabilities.
regulatory purposes, those accounts are considered equity.

For

• Provision for loan losses should be reported as an expense.
• Note disclosures should include information on loan maturities and the amount of loans at fixed
rates of interest.
• Accumulated undistributed earnings should be reported as a single amount captioned "retained
earnings."

• Credit unions are exempt from federal income taxes and most are exempt from state and local
income taxes.

Explanation of References:
AAG = AICPA Audit and Accounting Guide, Audits of Credit Unions — with conforming
changes as of May 1, 1994
AAG, App. A = AICPA Audit and Accounting Guide, Audits of Credit Unions — with conforming
changes as of May 1, 1994 — Appendix A — Illustrative Credit Union Financial
Statements
SFAS = FASB Statement of Financial Accounting Standards
FASBI = FASB Financial Accounting Standards Board Interpretation
APB = AICPA Accounting Principles Board Opinion
ARB = AICPA Accounting Research Bulletin
FTB = Technical Bulletin issued by the staff of the FASB
SOP = AICPA Statement of Position
EITF = Emerging Issues Task Force consensuses
AC = Reference to section number in FASB Accounting Standards Current Text
SAS = AICPA Statement on Auditing Standards
AU = Reference to section number in AICPA Professional Standards (vol. 1)
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These checklists include disclosures commonly encountered in credit union financial statements and
reporting issues likely to be encountered by accountants who audit these types of financial statements; they
do not include all disclosures required by GAAP or all reporting situations required by GAAS.

The financial statement disclosure checklist is organized into the sections listed below. Carefully review
the topics listed and consider whether they represent potential disclosure items for the entity. Place a check
mark by the topics or sections considered not applicable; these sections need not be completed. For
example, if the entity did not enter into any business combinations during the year, place a check by
General, Section D, “Business Combination,” and skip this section when completing the checklist.
• General
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.

Titles and References
Disclosure of Accounting Policies
Accounting Changes
Business Combinations
Comparative Financial Statements
Related Party Transactions
Financial Instruments
Lessee Leases
Contingencies and Commitments
Subsequent Events
Pension Plans
Postretirement Benefits Other Than Pensions
Risks and Uncertainties
Exit Costs

• Statement of Financial Condition

A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.

8.403

Cash and Cash Equivalents
Investments
Loans to Members
Allowance for Loan Losses
Mortgage Loans
Real Estate Acquired in Settlement of Loans
Property and Equipment
Investment in Central Facility Liquidity
Other Assets
Members’ Share and Other Depository Accounts
Borrowed Funds
Securities Sold Under Agreements to Repurchase
Other Liabilities
Members’ Equity
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♦-------------------------------------------------------------------------------------------------------------------• Statement of Income
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.

Interest on Loans
Commitment Fees
Investment Income
Contributions Received
Interest Expense on Members’ Share and Other Depository Accounts
Interest on Borrowings
Provision for Loan Losses
General and Administrative Expenses
Other Income (Expense)
Extraordinary Items
Other

• Statement of Members’ Equity
• Statement of Cash Flows
• Exhibit A — Accounting for Postretirement —
Health Care and Life Insurance Benefits

• Exhibit B — Impairment of Loans Receivable
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YES NO N/A
General

A.

B.

C.

Titles and References
1.

Are the financial statements suitably titled?
[SAS 62, par. 7 (AU 623.07)]

2.

Does each statement include a general reference that the notes are
an integral part of the financial statements?
[Generally accepted]

Disclosure of Accounting Policies
1.

Is a description of all significant accounting policies presented as an
integral part of the financial statements?
[APB 22, par. 8 (AC A10.102)]

2.

Does disclosure of significant accounting policies encompass
important judgments as to the appropriateness of principles con
cerning recognition of revenue, and allocation of asset costs to
current and future periods?
[APB 22, par. 12 (AC A10.105)]

3.

Does the disclosure of significant accounting policies include
appropriate reference to details presented elsewhere (in the
statements and notes thereto) so duplication of details is avoided?
[APB 22, par. 14 (AC A10.107)]

4.

Does the disclosure of significant accounting policies include an
explanation of the accounting policy for debt securities held,
including the basis for classification?
[SOP 90-11, par. 8; AAG, par. 4.26]

5.

Does the disclosure of significant accounting policies include a
description of the income tax status of the credit union?
___
[AAG, App. A]

___

Accounting Changes
1.

8.403

_______

For all changes in accounting principles, are disclosures made in the
year of change as to the:
a.

Nature of the change?

b.

Justification for the change, including a clear explanation of
why the newly adopted principle is preferable?

_______

9/95
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YES NO N/A
c.

D.

2.

For those changes in accounting principles requiring disclosure of
cumulative effect and pro forma amounts, have such disclosures
been made?
[APB 20, pars. 19-21 and 25 (AC A06.115-.118 and .121)]

3.

For a change in accounting estimate affecting several future periods,
is the effect of the change on income before extraordinary items and
on net income disclosed in year of change?
[APB 20, par. 33 (AC A06.132)]

4.

Is the correction of an error shown as a prior period adjustment with
disclosure of the following in the period of its discovery and
correction?
a.

Nature of the error in previously issued financial statements.

b.

Effect of its correction on income before extraordinary items
and net income.
[APB 20, pars. 36-37 (AC A35.105); SFAS 109, par. 288n
(AC A35.103)]

c.

For single period statements, the effects of the prior period
adjustment on retained earnings at the beginning of the period.
[APB 9, par. 26 (AC A35.107)]

Business Combinations
1.

If a business combination occurred during the period and met the
specified conditions for a pooling of interests, do the statements and
notes include the required disclosures?
[APB 16, pars. 45-48 (AC B50.104 -.107)]

2.

If a business combination does not meet the specified conditions for
a pooling of interests:

a.

9/95

Effect on income before extraordinary items and on net
income?
[APB 20, pars. 17 and 19 (AC A06.113 and .115)]

Has the combination been accounted for by the purchase
method?
[APB 16, pars. 66-94 (AC B50.125-.146 and .159-. 163); SFAS
38 (AC B50.148-.150 and .166); FASBI 9, pars. 4-7 (AC
B50.155 -.157)]

8.403
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-----------------------------------------------------------------------------------------------------------------YES NO N/A

3.

E.

8.403

b.

Do the statements and notes include the required disclosures?
[APB 16, pars. 95-96 (AC B50.164-.165); SFAS 79, pars. 4-6
(AC B50.165)]

c.

In connection with the acquisition of other financial institutions,
are the nature and amounts of any regulatory financial
assistance disclosed?
____
[SFAS 72, par. 11 (AC B50.158F)]

If the credit union has purchased an enterprise and applied guidance
outlined in EITF 87-11 regarding the intended disposition of a
subsidiary in accounting for the purchase, and the subsidiary has not
yet been disposed of, are the following disclosures made? [EITF 906] (Note: These EITF consensuses are currently being evaluated
due to the issuance of SFAS 121.)

a.

A description of the operations held for sale, the method used
to assign amounts to those assets, the method used to account
for those assets, and the expected disposal date.

b.

This operation's profit or loss that has been excluded from the
consolidated income statement during the period together with
a schedule reconciling that amount to the earnings received or
losses funded by the parent that have been accounted for as an
adjustment to the carrying amount of the assets. (The amount
of allocated interest cost should be separately identified.)

c.

Any gain or loss on the ultimate disposition that has been
treated as an adjustment of the original purchase price
allocation.

d.

A decision not to sell a subsidiary, the reason for the decision,
and related adjustments.

Comparative Financial Statements
1.

Has the presentation of comparative statements been considered?
[ARB 43, Ch. 2A, pars. 1-2 (AC F43.101-.102)]

2.

Are the notes and other disclosures included in the financial
statements of the prior years presented, repeated or at least referred
to, to the extent that they continue to be of significance?
[ARB 43, Ch. 2A, par. 2 (AC F43.102)]

_______
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YES NO N/A
3.

F.

If changes have occurred in the manner of or basis for presenting
corresponding items for two or more periods, are appropriate
explanations of the changes disclosed?
[ARB 43, Ch. 2A, par. 3 (AC F43.103)]

Related-Party Transactions
1.

For related-party transactions, do disclosures include:

a.

b.

2.

3.

9/95

The nature of the relationship(s) involved (e.g., affiliated
companies, common management)?
_______

A description of the transactions, including transactions to
which no amounts or nominal amounts were ascribed, for each
of the periods for which an income statement is presented, and
such other information deemed necessary to gain an
understanding of the effects of the transactions on the financial
statements?

c.

The dollar amounts of transactions for each of the periods for
which an income statement is presented and the effects of any
change in the method of establishing the terms from that used
in the preceding period?

d.

Amounts due from or to related parties as of the date of each
balance sheet presented and, if not otherwise apparent, the
terms and manner of settlement (e.g., loans to related parties)?
[SFAS 57, pars. 2-4 (AC R36.102-.104); AAG, par. 5.52]

Is the nature of a controlled relationship disclosed, even though there
are no transactions between the enterprises, if the reporting
enterprise and one or more other enterprises are under common
ownership or management control and the existence of the control
could result in operating results or financial position of the reporting
enterprise significantly different from those that would have been
obtained if the enterprise were autonomous?
[SFAS 57, pars. 2 and 4 (AC R36.102 and .104)]

___

_______

___

_______

Are the nature and extent of leasing transactions with related parties
appropriately disclosed?
[SFAS 13, par. 29 (AC L10.125)]

8.403
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YES NO N/A
G.

Financial Instruments
In October 1994, the FASB issued SFAS 119, Disclosure about Deriva
tive Financial Instruments and Fair Value of Financial Instruments,1
which expands the disclosure requirements for entities that hold or issue
derivative financial instruments. It also amends certain disclosure
requirements of SFAS 105, Disclosure of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments with
Concentrations of Credit Risk, and SFAS 107, Disclosures about Fair
Value of Financial Instruments. This section has been updated to reflect
SFAS 119’s amendments to SFAS 105 and 107. For entities that have not
adopted SFAS 119, guidance is provided in certain footnotes in this
section for applying the disclosure requirements of SFAS 105 and 107
prior to adoption of SFAS 119.

Disclosures related to derivative financial instruments are not included in
the checklist because federal credit unions are prohibited from investing
in such financial instruments.
1.

For financial instruments with off-balance-sheet risk (except for
those excluded in SFAS 105), are the following disclosed either in
the body of the financial statements or in the notes by category of
financial instrument?2
a.

1

The face or contract amount (or notional principal amount if
there is no face or contract amount).

SFAS 119 is effective for fiscal years ending after December 15, 1994, except for entities with less than
$150 million in total assets, for which the effective date is for fiscal years ending after December 15,
1995. Earlier application is encouraged.

2 Category offinancial instrument refers to class of financial instrument, business activity, risk, or other
category that is consistent with the management of those instruments. If disaggregation of financial
instruments is other than by class, the entity also should describe for each category the classes of
financial instruments included in that category. Practices for grouping and separately identifying similar
financial instruments into classes in statements of financial position, in notes to financial statements, and
in various regulatory reports, have developed and become generally accepted, largely without being
codified in authoritative literature. In SFAS 105, "class of financial instrument" refers to those
classifications. If the entity has not adopted SFAS 119, the disclosures in Steps 1.a.-b. should be made
by class of financial instruments, rather than by category.
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b.

The nature and terms, including, at a minimum, a discussion
of:
(1)

The credit and market risk of those instruments.

(2)

The cash requirements of those instruments.

(3)

The related accounting policy pursuant to the
requirements of APB 22 (AC A10).
[SFAS 105, par. 17, as amended by SFAS 119, par.
14(b) (AC F25.112)]

2.

Do the disclosures in Steps 1a. and b. distinguish between financial
instruments with off-balance-sheet risk held or issued for trading
purposes, included dealing and other trading activities measured at
fair value with gains and losses recognized in earnings, and financial
instruments with off-balance-sheet risk held or issued for purposes
other than trading?3
[SFAS 105, par. 17, as amended by SFAS 119, par. 14d (AC
F25.112A)]

3.

For financial instruments with off-balance-sheet credit risk, (except
for those instruments excluded by pars. 14 and 15 of SFAS 105), are
the following disclosed either in the body of the financial statements
or in the notes by category of financial instrument?4
a.

The amount of accounting loss the credit union would incur if
any party to the financial instrument failed completely to
perform according to the terms of the contract and the
collateral or other security, if any, for the amount due proved
to be of no value to the credit union.

b.

The credit union's policy of requiring collateral or other
security to support financial instruments subject to credit risk,
information about the credit union's access to that collateral or
other security, and the nature and a brief description of the
collateral or other security supporting those financial
instruments.
___
[SFAS 105, par. 18, as amended by SFAS 119, par. 14(b) (AC
F25.113)]

___
_______

___

3

Not applicable to organizations that have not adopted SFAS 119.

4

See footnote 2. If the credit union has not adopted SFAS 119, the disclosures in Step 3 should be made
by class of financial instrument rather than by category.
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4.

Do disclosures of all significant concentrations of credit risk arising
from all financial instruments, whether from an individual
counterparty or groups of counterparties (except for certain
insurance and investment contracts, purchase and pension
obligations), include:
a.

Information about the (shared) activity, region, or economic
characteristic that identifies the concentration?

b.

The amount of the accounting loss due to credit risk the credit
union would incur if parties to the financial instruments that
make up the concentration failed completely to perform accord
ing to the terms of the contracts and the collateral or other
security, if any, for the amount due proved to be of no value to
the credit union?

c.

The credit union's policy of requiring collateral or other
security to support financial instruments subject to credit risk,
information about the credit union's access to that collateral or
other security, and the nature and a brief description of the
collateral or other security supporting those financial
instruments?
[SFAS 105, par. 20 (AC F25.115); AAG, par. 5.49]

NOTE: SFAS 107 is effective for fiscal years ending after
December 15, 1992, except for entities with less than $150 million
in total assets for which the effective date is for fiscal years ending
after December 15, 1995.
5.

8.403

Is the fair value of financial instruments for which it is practicable
to estimate that value (except for those excluded in paragraphs 8 and
13 of SFAS 107) disclosed, together with the related carrying
amount in a form that makes it clear whether the fair value and
carrying amount represent assets or liabilities and how the carrying
amounts relate to what is reported in the statement of financial
condition, either in the body of the financial statements or in the ac
companying notes?5,6
[SFAS 107, par. 10, as amended by SFAS 119, par. 15a-b (AC
F25.115c)]

5

If disclosed in more than a single note, one of the notes should include a summary table containing the
fair value and related carrying amounts and cross-references to the location(s) of the remaining
disclosures required by SFAS 107.

6

Not applicable to entities that have not adopted SFAS 119.
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6.

Do the disclosures in Step 5 distinguish between financial
instruments held or issued for trading purposes, including dealing
and other trading activities measured at fair value with gains and
losses recognized in earnings, and financial instruments held or
issued for purposes other than trading?
[SFAS 107, par. 10, as amended by SFAS 119, par. 15c (AC
F25.115C)]

7.

Are the method(s) and significant assumptions used to estimate the
fair value of financial instruments disclosed?
[SFAS 107, par. 10 (AC F25.115c); AAG, par. 4.28]

8.

If it is not practicable to estimate the fair market value of a financial
instrument, do disclosures include:

9.

H.

Information pertinent to estimating the fair value of the
financial instrument or class of financial instruments, such as
the carrying amount, effective interest rate, and maturity?

b.

The reasons why it is not practicable to estimate fair values?
[SFAS 107, par. 14 (AC F25.115J); AAG, par. 4.32]

___

For all fiscal years subsequent to the year of transition, are SFAS
107 disclosures included for each year for which a statement of
financial condition is presented for comparative purposes?
_______
[SFAS 107, par. 17]

Lessee Leases
1.
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a.

For capital leases, do disclosures include:
a.

The gross amount of assets recorded by major classes
according to nature or function as of the date of each balance
sheet presented?
[SFAS 13, par. 16a (AC L10.112a(1))]

b.

Future minimum lease payments, as of the date of the latest
balance sheet presented, in the aggregate and for each of the
five succeeding fiscal years with separate deductions for
executory costs and imputed interest to reduce net minimum
lease payments to present value?
[SFAS 13, pars. 10 and 16a (AC L10.106 and .112a(2))]

_______

8.403

8-54

CREDIT UNION AUDIT MANUAL

YES NO N/A

2.
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c.

The total of future minimum sublease rentals under
noncancelable subleases as of the date of the latest balance
sheet presented?
___
[SFAS 13, par. 16a (AC L10.112a(3))]

d.

Total contingent rentals actually incurred for each period for
which an income statement is presented?
[SFAS 13, par. 16a (AC L10.112a(4)) as amended by SFAS
29, par. 12]

e.

Separate identification of assets recorded under capital leases
and the related accumulated amortization and obligations under
the lease?
[SFAS 13, par. 13 (AC L10.112a(5))]

f.

Amount of amortization charged to expense or disclosure that
amortization is included in depreciation expense for each
period for which an income statement is presented?
[SFAS 13, par. 16a (AC L10.112a (5))]

For operating leases that have initial or remaining noncancelable
lease terms in excess of one year, do disclosures include:

a.

Future minimum rental payments required as of the date of the
latest balance sheet presented in the aggregate and for each of
the five succeeding fiscal years?

b.

The total of future minimum rentals under noncancelable
subleases as of the date of the latest balance sheet presented?
[SFAS 13, par. 16b (AC L10.112b); AAG, par. 9.11]

3.

For all operating leases, do disclosures include rental expense for
each period for which an income statement is presented with
separate amounts for minimum rentals, contingent rentals, and
sublease rentals?
[SFAS 13, par. 16c (AC L10.112c); AAG, par. 9.11]

4.

Do disclosures include a general description of the lessee's leasing
arrangements, including but not limited to:

a.

Basis for determining contingent rentals?

b.

Existence and terms of any renewal or purchase options or
escalation clauses?

c.

Restrictive covenants?
[SFAS 13, par. 16d (AC L10.112d)]
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Contingencies and Commitments

1.

Are the nature and amount of accrued loss contingencies disclosed
as necessary to keep the financial statements from being misleading?
[SFAS 5, par. 9 (AC C59.108)]

2.

For loss contingencies not accrued, do disclosures indicate:

3.

J.

Nature of the contingency?

b.

Estimate of possible loss or range of loss, or a statement that
such estimate cannot be made?
[SFAS 5, par. 10 (AC C59.109 and .111)]

If exposure to loss exists in excess of the amount accrued for a loss
contingency, do disclosures include the excess amount or state that
no estimate is possible?
[SFAS 5, par. 10 (AC C59.109)]

4.

Are the nature and amount of material violations of applicable laws
and regulations disclosed?
[AAG, pars. 2.37 and 2.38]

5.

Are the nature and amount of guarantees disclosed (e.g., obligations
under standby letters of credit, and guarantees to repurchase loans
that have been sold)?
[SFAS 5, par. 12 (AC C59.113); FASBI 34, pars. 1-3 (AC
C59.114)]

6.

Are gain contingencies adequately disclosed with care to avoid any
misleading implications about the likelihood of realization?
___
[SFAS 5, par. 17 (AC C59.118)]

7.

Is there adequate disclosure of commitments such as those for capital
expenditures and for funding of loans?
___
[SFAS 5, pars. 18-19 (AC C59.120); AAG, par. 5.51]

_________

_______

Subsequent Events
1.
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a.

Are the financial statements adjusted for any changes in estimates
resulting from subsequent events that provide additional evidence
about conditions that existed at the balance-sheet date?
[SFAS 5, par. 8 (AC C59.105); SAS 1, secs. 560.03-.04, .07 (AU
560.03-.04, .07)]
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2.

K.

Are subsequent events that provide evidence about conditions that
did not exist at the balance-sheet date, but arose subsequent to that
date, adequately disclosed?7
__
[SFAS 5, par. 11 (AC C59.112); SAS 1, secs. 560.05-.07, .09 (AU
560.05-.07, .09)]

Pension Plans [For defined benefit pension plans, accounting and
reporting by the plans themselves should be in conformity with SFAS 35
(AC Pe5)]

1.

For a defined benefit plan, do disclosures include:

a.

A description of the plan, including employee groups covered,
type of benefit formula, funding policy, types of assets held and
significant nonbenefit liabilities, if any, and the nature and
effect of significant matters affecting comparability of in
formation for all periods presented?
[SFAS 87, par. 54a (AC P16.150a)]

b.

The amount of net periodic pension cost for the period and
showing separately the service cost component, the interest cost
component, the actual return on assets for the period, and the
net total of other components?8
[SFAS 87, par. 54b (AC P16.150b)]

c.

_______

A schedule reconciling the funded status of the plan with
amounts reported in the employer's statement of financial
condition, showing separately:

(1)

The fair value of plan assets?

(2)

The projected benefit obligation identifying the
accumulated benefit obligation and the vested benefit
obligation?
___

_________

7

Also consider the appropriateness of dual dating the auditor's report for the subsequent event. [SAS 1,
sec. 530.05 (AU 530.05)]

8

The net total of other components is the net effect during the period of certain delayed recognition
provisions of SFAS 87 [AC P16]. That net total includes:

• The net asset gain or loss during the period deferred for later recognition (in effect, an offset or a
supplement to the actual return on assets)
• Amortization of the net gain or loss from earlier periods

• Amortization of unrecognized prior service cost
• Amortization of the unrecognized net obligation or net asset existing at the date of initial application of
SFAS 87.
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(3)

The amount of unrecognized prior service cost?

(4)

The amount of unrecognized net gain or loss (including
asset gains and losses not yet reflected in market related
value)?

(5)

The amount of any remaining unrecognized net
obligation or net asset existing at the date of initial
application of SFAS 87?

(6)

The amount of any additional liability recognized
pursuant to SFAS 87, par. 36 [AC P16. 130]?

(7)

The amount of net pension asset or liability recognized
in the statement of financial position pursuant to SFAS
87, paragraphs 35-36 [AC P16.129-.130] (which is the
net result of combining the preceding six items)?
[SFAS 87, par. 54c (AC P16. 150c)]

d.

The weighted-average assumed discount rate and rate of
compensation increase (if applicable) used to measure the pro
jected benefit obligation and the weighted-average expected
long-term rate of return on plan assets?
[SFAS 87, par. 54d (AC P16.150d)]

e.

If applicable, the amounts and types of securities of the
employer and related parties included in plan assets, and the
approximate amount of annual benefits of employees and
retirees covered by annuity contracts issued by the employer
and related parties?
[SFAS 87, par. 54e (AC P16.150e)]

f.

If applicable, the alternative amortization method used pursuant
to SFAS 87, paragraphs 26 and 33 [AC P16.120 and .127],
and the existence and nature of the commitment discussed in
SFAS 87 paragraph 41 [AC P16.135]?
[SFAS 87, par. 54e (AC P16.150e)]

g.

If more than one defined benefit plan exists:
(1)
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Are the required disclosures aggregated for all of the
employer's single-employer defined benefit plans or
disaggregated in groups so as to provide the most useful
information?
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2.

3.

8.403

(2)

Are plans with assets in excess of the accumulated
benefit obligation not aggregated with plans that have
accumulated benefit obligations that exceed plan assets?

(3)

Are disclosures for plans outside the U.S. not combined
with those for U.S. plans unless those plans use similar
economic assumptions?
[SFAS 87, par. 56 (AC P16.153)]

If there is a defined contribution plan, do disclosures include:
a.

A description of the plan(s) including employee groups
covered, the basis for determining contributions, and the nature
and effect of significant matters affecting comparability of
information for all periods presented?

b.

Amount of cost recognized during the period?
[SFAS 87, par. 65 (AC P16.162)]

c.

If the pension plan has characteristics of both a defined benefit
plan and a defined contribution plan and the substance of the
plan is to provide a defined benefit, are Steps K.1.a-g
followed?
____
[SFAS 87, par. 66 (AC P16.163)]

If there is a multiemployer plan, do disclosures include:

a.

A description of the multiemployer plan(s) including the
employee groups covered, the type of benefits provided
(defined benefit or defined contribution), and the nature and
effect of significant matters affecting comparability of infor
mation for all periods presented?
[SFAS 87, par. 69a (AC P16.166a)]

b.

The amount of cost recognized during the period?
[SFAS 87, par. 69b (AC P16.166b)]

c.

If the situation arises where the withdrawal from a
multiemployer plan may result in the employer having an
obligation to the plan for a portion of its unfunded benefit
obligations which is either probable or reasonably possible,
have the provisions of SFAS 5 (AC C59) been applied?
[SFAS 87, par. 70 (AC P16.167)]
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4.

L.
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a.

A description of the nature of the event(s)?

b.

The amount of gain or loss recognized?
[SFAS 88, par. 17 (AC P16.187)]

Postretirement Benefits Other Than Pensions (See Exhibit A)

1.

9

If there is a settlement or curtailment of a defined benefit pension
plan or termination of benefits under such plan, do disclosures
include:

If there are one or more defined benefit postretirement plans, do
disclosures include:
a.

A description of the substantive plan that is the basis for the
accounting, including the nature of the plan, any modifications
of the existing cost-sharing provisions that are encompassed by
the substantive plan, and the existence and nature of any
commitment to increase monetary benefits provided by the
postretirement benefit plan, employee groups covered, types of
benefits provided, funding policy, types of assets held and
significant nonbenefit liabilities, and the nature and effect of
significant matters affecting the comparability of information
for all periods presented, such as the effect of a business
combination or divestiture?

b.

The amount of net periodic postretirement benefit cost showing
separately the service cost component, the interest cost
component, the actual return on plan assets for the period,
amortization of the unrecognized transition obligation or tran
sition assets, and the net total of other components?9

The net total of other components is generally the net effect during the period of certain delayed
recognition provisions of SFAS 106 [AC P40]. That net total includes:

a.

The net asset gain or loss during the period deferred for later recognition (in effect, and offset or
a supplement to the actual return on plan assets).

b.

Amortization of unrecognized prior service cost.

c.

Amortization of the net gain or loss from earlier periods.

d.

Any gain or loss recognized due to a temporary deviation from the substantive plan [paragraph 61
of SFAS 106 (AC P40.156)].
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c.

A schedule reconciling the funded status of the plan(s) with
amounts reported in the employer's statement of financial
condition, showing separately:

(1)

The fair value of plan assets?

(2)

The accumulated postretirement benefit obligation,
identifying separately the portion attributable to
retirees, other hilly eligible plan participants, and other
active plan participants?

(3)

The amount of unrecognized prior service cost?

(4)

The amount of unrecognized net gain or loss (including
plan asset gains and losses not yet reflected in marketrelated value)?

(5)

The amount of any remaining unrecognized transition
obligation or transition asset?

(6)

The amount of net postretirement benefit asset or
liability recognized in the statement of financial
condition, which is the net result of combining the
preceding five items?

d.

The assumed health care cost trend rate(s) used to measure the
expected cost of benefits covered by the plan (gross eligible
charges) for the next year and a general description of the
direction and pattern of change in the assumed trend rates
thereafter, together with the ultimate trend rate(s) and when the
rate is expected to be achieved?

e.

The weighted-average of the assumed discount rate(s) and
rate(s) of compensation increase (for pay-related plans) used to
measure the accumulated postretirement benefit obligation and
the weighted-average of the expected long-term rate(s) of
return on plan assets?

f.

The effect of a one-percentage-point increase in the assumed
health care cost trend rates for each future year on:
(1)

8.403

The aggregate of the service and interest cost
components of net periodic postretirement health care
benefit cost?
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(2)

2.
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The accumulated postretirement benefit obligation for
health care benefits (for purposes of this disclosure, all
other assumptions shall be held constant and the effects
shall be measured based on the substantive plan that is
the basis for the accounting)?
_______

g.

The amounts and types of securities of the employer and related
parties included in plan assets, and the approximate amount of
future annual benefits of plan participants covered by insurance
contracts issued by the employer and related parties?

h.

Any alternative amortization method used pursuant to
paragraphs 53 or 60 of SFAS 106 [AC P40.148 or .155]?

i.

The amount of gain or loss recognized during the period for a
settlement or curtailment and a description of the nature of the
event(s)?

j.

The cost of providing special or contractual termination
benefits recognized during the period and a description of the
nature of the event(s)?
[SFAS 106, par. 74a-j (AC P40.169a-j)]

If more than one defined benefit postretirement plan exists:
a.

Have the disclosures required by Step L.1. above been
aggregated for all of an employer's single-employer defined
benefit postretirement plans or disaggregated in groups so as to
provide the most useful information (except for purposes of the
disclosures required by 1c above, the aggregate plan assets and
the aggregate accumulated postretirement benefit obligation of
the underfunded plans shall be separately disclosed)?
[SFAS 106, par. 77 (AC P40.172)]

b.

Are plans that provide primarily postretirement health care
benefits and plans that provide primarily other postretirement
welfare benefits separately disclosed if the accumulated
postretirement benefit obligation of the latter plans is significant
relative to the aggregate accumulated postretirement benefit
obligation for all of the plans?

c.

Are plans inside the U.S. and plans outside the U.S. separately
disclosed if the accumulated postretirement benefit obligation
of the latter plans is significant relative to the aggregate
accumulated postretirement benefit obligation for all the plans?
[SFAS 106, par. 78a-b (AC P40.173)]
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3.

If there is a multiemployer plan, do disclosures include:

a.

A description of the multiemployer plan(s) including the
employee groups covered, the type of benefits provided
(defined benefit or defined contribution), and the nature and
effect of significant matters affecting comparability of
information for all periods presented?

b.

The amount of postretirement benefit cost recognized during
the period, if available. Otherwise, the amount of the
aggregate required contribution for the period to the general
health and welfare benefit plan that provides health and welfare
benefits to both active employees and retirees?
[SFAS 106, par. 82a-b (ACP40.178)]

c.

Are the provisions of SFAS 5 [AC C59] applied if the situation
arises where withdrawal from a multiemployer plan may result
in an employer's having an obligation to the plan for a portion
of the plan's unfunded accumulated postretirement benefit
obligation and it is probable or reasonably possible that:
(1)

An employer would withdraw from the plan under
circumstances that would give rise to an obligation?
or

(2)

4.
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An employer's contribution to the fund would be
increased during the remainder of the contract period to
make up a shortfall in the funds necessary to maintain
the negotiated level of benefit coverage?
[SFAS 106, par. 83 (AC P40.179)]

If there are one or more defined contribution postretirement plans,
are the following items disclosed separately from defined benefit
postretirement plan disclosures:

a.

A description of the plan(s) including employee groups
covered, the basis for determining contributions, and the nature
and effect of significant matters affecting comparability of
information for all periods presented?

b.

The amount of cost recognized during the period?
[SFAS 106, par. 106 (AC P40.198)]

9/95

8-63

CREDIT UNION AUDIT MANUAL

NO N/A
M.

Risks and Uncertainties (SOP 94-6, Disclosure of Certain Significant
Risks and Uncertainties, is effective for fiscal years ending after
December 15, 1995, and for interim periods in fiscal years subsequent to
the year for which this SOP is to be first applied. Early application is
encouraged.)
1.

Is a description of the services the credit union provides and the
principal markets, including the location of those markets disclosed
in the financial statements?
[SOP 94-6, par. 10]

2.

If the credit union operates in more than one business, as is the case
of a credit union with a credit union service organization, are the
relative importance of its operations in each business and the basis
for the determination disclosed?
[SOP 94-6, par. 10]

3.

Is an explanation that the preparation of financial statements in
conformity with GAAP requires the use of management’s estimates
included in the financial statements?
[SOP 94-6, par. 11]

4.

Is disclosure regarding an estimate made when known information
available prior to the issuance of the financial statements indicates
that the following criteria are met?

5.

9/95

a.

It is at least reasonably possible that the estimate of the effect
on the financial statements of a condition, situation, or set of
circumstances that existed at the date of the financial statements
will change in the near term due to one or more future
confirming events. (Such as the valuation allowance for
commercial and real estate loans.)

b.

The effect of the change would be material to the financial
statements.
[SOP 94-6, par. 13]

Does the disclosure in Step 4 above indicate the nature of the
uncertainty and include an indication that it is at least reasonably
possible that a change in estimate will occur in the near term?
[SOP 94-6, par. 14]
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6.

N.

_______

7.

Have the optional disclosures in paragraphs 14-15 of SOP 94-6
been considered?
____
[SOP 94-6, pars. 14 and 15]

8.

Is disclosure of the concentrations described in paragraph 22 of SOP
94-6 made, if, based on information known to management prior to
issuance of the financial statements, the criteria in paragraph 21 are
met?
____ ___
[SOP 94-6, pars. 21 and 22]

___

Exit Costs
1.
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If the estimate in Step 4 above involves a loss contingency covered
by SFAS 5, Accounting for Contingencies, do disclosures include an
estimate of the possible loss or range of loss, or state that such an
estimate cannot be made?
[SOP 94-6, par. 14]

If a material liability is recognized for certain employee termination
benefits in accordance with Section A of EITF 94-3, Liability
Recognition for Certain Employee Termination Benefits and Other
Costs to Exit an Activity (including Certain Costs Incurred in a
Restructuring), are the following disclosures made in all periods
until the plan of termination is completed?

a.

The amount of termination benefits accrued and charged to
expense and the classification of those costs in the income
statement.

b.

The number of employees to be terminated.

c.

A description of the employee group(s) to be terminated.

d.

The amount of actual termination benefits paid and charged
against the liability and the number of employees actually
terminated as a result of the plan to terminate employees.

e.

The amount of any adjustment(s) to the liability.
[EITF 94-3, Section A]

_______
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2.

3.

If management commits to an exit plan that meets the criteria in
Section B of EITF 94-3, are the following reporting requirements
followed?
a.

Reporting the income statement effect of recognizing a liability
at the commitment date in income from continuing operations
and not on the face of the income statement net of taxes.

b.

Revenue and related costs and expenses of activities that will
not be continued should not be combined and reported as a
separate component of income.
[EITF 94-3, Section B]

If the activities that will not be continued are significant to the credit
union's revenue or operating results, or if the exit costs recognized
at the commitment date are material, are the following disclosures
made in all periods until the exit plan is completed?

a.

A description of the major actions comprising the exit plan,
activities that will not be continued, including the method of
disposition, and the anticipated date of completion.

b.

A description of the type and amount of exit costs recognized
as liabilities and the classification of those costs in the income
statement.

c.

A description of the type and amount of exit costs paid and
charged against the liability.

d.

The amount of any adjustment(s) to the liability.

e.

For all periods presented, the revenue and net operating income
or losses from activities that will not be continued if those
activities have separately identifiable operations.
[EITF 94-3, Section B]

Statement of Financial Condition

A.

Cash and Cash Equivalents
1.

9/95

Are restricted amounts segregated in the statement of financial
condition?
[ARB 43, Ch. 3A, par. 6 (AC B05.107); AAG, par. 3.06]

_______
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2.

Is the policy for determining which items are treated as cash
equivalents disclosed?
___
[SFAS 95, par. 10 (AC C25.108)]

___

B. Investments

1.

Are investment securities presented in the statement of financial
condition by investment category?
a.

Held-to-maturity.

b.

Available-for-sale.

___

c.

Trading.
[SFAS 115, par. 6 (AC I80.103); AAG, par. 4.20]

_________

2.

Is the accounting policy for securities including the basis for
classification disclosed?
[AAG, par. 4.26]

3.

For debt and marketable equity securities classified as available-forsale or held-to-maturity, are the following disclosures made, by
major security type,10 for each balance-sheet presented?

a.

Aggregate fair value.

b.

Gross unrealized holding gains and losses.

c.

Amortized cost basis.
[SFAS 115, par. 19 (AC I80.118); AAG par. 4.26]

10 Credit unions should disclose this information for each of the following major security types (Additional
types may be included as appropriate):

a.
b.
c.
d.
e.

8.403

Equity securities.
Debt securities issued by the U.S. Treasury and other U.S. Government corporations and
agencies.
Debt securities issued by states of the U.S. and political subdivisions of the states.
Mortgage-backed securities.
Other debt securities.
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4.

For investments in debt securities classified as available-for-sale or
held-to-maturity, is disclosure made about their contractual
maturities as of the date of the latest balance sheet presented?
(Maturity information may be combined in appropriate groupings.)11
[SFAS 115, par. 20 (AC I80.119); AAG, par. 4.26]

5.

For each period for which an income statement is presented, are the
following disclosures made?

6.

a.

The proceeds from sales of available-for-sale securities and
gross realized gains and losses on those sales.

b.

The basis on which cost was determined in computing realized
gain or loss (i.e., specified identification, average cost, or other
method used).

c.

The gross gains and losses included in earnings from transfers
of securities from the available-for-sale category to the trading
category.

d.

The change in net unrealized holding gain or loss on availablefor-sale securities that has been included in the separate
component of members' equity during the period.

e.

The change in net unrealized holding gain or loss on trading
securities that has been included in earnings during the period.
[SFAS 115, par. 21 (AC I80.120); AAG, par. 4.26]

For any sales of or transfers from securities classified as held-to-ma
turity, is disclosure made of the following for each period for which
an income statement is presented?
a.

Amortized cost amount of the sold or transferred security.

b.

Related realized or unrealized gain or loss.

11 In complying with this requirement, credit unions should disclose the fair value and the amortized cost
of debt securities based on at least 4 maturity groupings: (a) within 1 year, (b) after 1 year through 5
years, (c) after 5 years through 10 years, and (d) after 10 years. Securities not due at a single maturity
date, such as mortgage-backed securities, may be disclosed separately rather than allocated over several
maturity groupings; if allocated, the basis for allocation also should be disclosed.
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c.

The circumstances leading to the decision to sell or transfer the
security.
[SFAS 115, par. 22 (AC I80.121); AAG, par. 4.26]

7.

Is the carrying amount of investment assets pledged to secure
securities sold under repurchase agreements and for other
borrowings disclosed?
[AAG, par. 4.34]

8.

Is the following end-of-period information about securities purchased
under agreements to resell disclosed?12,13
a.

A description of the securities underlying the agreements.

b.

The cost of the agreements, including accrued interest.

c.

The market value of the securities underlying any agreement if
less than the cost of that agreement.

d.

The maturity of the agreements.

e.

The dollar amount of agreements to resell the same securities.

f.

The dollar amount of agreements to resell substantially identical
securities.
_________

g.

Material concentrations.

h.

If material concentrations exist, the credit union's control of the
securities underlying the agreements. (Also consider disclosing
information as to concentration at the end of the period if the
concentrations vary from those during the period.)
[AAG, par. 4.46a]

___

_______

12 Credit unions and savings institutions refer to securities purchased under agreements to resell as
repurchase agreements (banks refer to these as reverse repurchase agreements).

13 Credit unions may, but are not required to, offset amounts related to certain repurchase and reverse
repurchase agreements if certain conditions are met. [FASBI 41, par. 3]
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9.

Is the following information related to the financial statement period
about securities purchased under agreements to resell disclosed?

a.

The maximum amount of outstanding agreements at any month
end during the period.

b.

The average amount of outstanding agreements for the period.

c.

A statement of whether the securities underlying the
agreements were under the credit union's control.
[AAG, par. 4.46b]

___
___ _____

10. Are investments with off-balance-sheet risk and investments with
concentration of credit risk disclosed?
_______
[AAG, pars. 5.49-5.50]

11. Has disclosure of year end weighted average yields and maturities by
investment type been considered?
[AAG, par. 4.27]
12. If investments in high-risk CMOs are significant, are the following
disclosed?
a.

The effective yield, calculated as of the reporting date, for
either each CMO or for the CMO portfolio.
(This yield will be used to accrue income in the following
period.)

b.

The carrying amount and fair value of investments in high-risk
CMOs.

(1)

If market quotations are not available, are estimates
made?
_______
[EITF 89-4]

13. Are the carrying amount and fair value of mortgage-related
derivatives classified by major category, for example, interest-only
securities, principal-only securities, and residuals?
_______
[AAG, par. 4.43]
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C.

Loans to Members
1.

2.

8.403

Are amounts for the following accounts shown separately and
deducted from loans to members?
a.

Allowance for loan losses.
[AAG, pars 5.46 and 6.19]

b.

Unamortized balance of net deferred fees or costs.
[SFAS 91, pars. 21 and 65 (AC L20.120 and .124); AAG, par.
5.46]

Are disclosures made as to:

a.

The basis of accounting for loans?
[AAG, par. 5.55]

b.

The method used to recognize loan losses?
[AAG, par. 5.55]

c.

Methods of recognizing interest income (including nonaccrual
policy), and the treatment of loan fees and costs including the
method of amortizing net deferred fees or costs and the policy
for discontinuing amortization of deferred loan fees on nonper
forming loans?
[AAG, par. 5.55]

d.

For credit card fees and costs, the accounting policy, the net
amount capitalized at the balance-sheet date and the
amortization period?
[AAG, par. 5.55]

e.

Classification of loans by major types of lending activities
(e.g., consumer, real estate and business loans)?
[AAG, par. 5.47]

f.

Amount of loans on which accrual of interest was discontinued
or reduced?
_________
[AAG, par. 5.47]

g.

Interest income that would have been recorded if loans in Step
2.f. had been current per original terms?
[AAG, par. 5.47]

_______
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3.

4.

5.

D.

Loans to related parties?
[SFAS 57, par. 2 (AC R36.102); AAG, par. 5.52]

i.

Fair value of loans?
[AAG, pars. 4.28 and 4.32]

j.

Loans with off-balance-sheet risk and loans with concentrations
of credit risk?
[AAG, pars. 5.49-5.50]

k.

Carrying value of loans pledged as collateral?
[AAG, par. 5.51]

1.

The dollar amount of outstanding commitments (e.g., unused
credit card lines, loans in process)?
[AAG, par. 5.47]

For loans sold with recourse, do disclosures include:
a.

For each period for which an income statement is presented,
the amount of proceeds?
___
[SFAS 77, par. 9 (AC R20.109)]

b.

Information required by SFAS 105? (See general checklist
section G.)
[SFAS 105, par. 21 (AC R20.109)]

For loans held for sale:

a.

Are loans reported separately on the face of the statement of
financial condition at the lower of cost or market value?
[AAG, par. 5.46]

b.

Is an allowance for expected losses disclosed and deducted
from the related loans?
_________
[AAG, par. 6.19]

Is accrued loan interest receivable presented in the caption "Other
Assets" or as a separate category of assets?
[AAG, App. A]

_______

Allowance for Loan Losses

1.
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h.

Is the allowance deducted from the related assets?
[AAG, pars. 5.46 and 6.19]
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2.

Is the following information disclosed, either in the body of the
financial statements or in the accompanying notes for impaired
loans:14 (See Exhibit B)
a.

As of the date of each statement of financial condition
presented:
(1) Total recorded investment in the impaired loans at the end
of each period and the amount of the recorded investment
for which there is a related allowance for loan losses?
(2) The amount of the allowance?
(3) The amount of the recorded investment for which no
allowance for loan losses was recorded?
(4) The credit union’s policy for recognizing interest on
impaired loans, including how cash receipts are recorded?

b.

....

.

For each period for which an income statement is presented:
(1) Average recorded investment?
(2) Related amount of interest income recognized during the
time within that period that the loans were impaired?

(3) If practicable, the amount of interest income recognized
using the cash basis method of accounting during the time
within the period the loans were impaired?

_______

(4) The activity in the allowance for loan losses related to
impaired loans including the following:

ii.
iii.
iv.
v.

i. Opening balance?
Additions charged to operations?
___
Direct write-downs charged against the allowance?
Recovery of amounts previously charged off?
_______
Ending balance?
[SFAS 118, par. 6 (AC I08.118 and 118A)]

14 In certain circumstances, information about an impaired loan that has been restructured in a trouble debt
restructuring involving a modification of terms need not be included in the disclosures in Steps 2.a and
2.b.(1)-(3).
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E.

Mortgage Loans

1.

2.

For loans held for investment:
a.

Are mortgage loans held for investment reported separately in
the statement of financial condition?
[SFAS 65, par. 28 (AC Mo4.129)]

b.

Are the fair value and the method(s) and significant
assumptions used to estimate the fair value disclosed?
[SFAS 107, par. 10 (AC F25.115C)]

For loans held for sale:
a.

Are mortgage loans held-for-sale reported separately in the
statement of financial condition at the lower of cost or market
value?
[SFAS 65, pars. 4 and 28 (AC Mo4.105 and 129); AAG, par.
7.24]

(1) Is the method used in determining lower of cost or market
value disclosed (i.e. individual vs. aggregate method)?_
[SFAS 65, par. 29 (AC Mo4.130); AAG, par. 7.24]
b.

For the right to service mortgage loans, do disclosures
include:15

(1) The amount capitalized during the period in connection
with purchasing or originating the right to service
mortgage loans?
___

(2) The method of amortizing the capitalized servicing rights?
(3) The amount of amortization for the period?
[SFAS 65, par. 30, as amended by SFAS 122, par. 3h (AC
Mo4.131); AAG, par. 7.24]
(4) The amount of the servicing portfolio maintained by the
credit union?
[AAG, par. 7.24]

___

___

15 For credit unions that have not adopted SFAS 122, Steps b.(l)-(9) apply only to purchased loans.
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(5) A rollforward of deferred loan sale premium or discount
activity (normal amortization, amortization due to changes
in prepayment assumptions, changes due to loan sale
activity, and so on) for each year of operations presented?
[AAG, par. 7.24]

(6) The nature and extent of any recourse provisions caused
by, for example, the borrower's default, or technical under
writing exceptions associated with both the credit union's
servicing portfolio and loans the credit union may have sub
sequently sold?
[AAG, par. 7.24]
(7) The amount of aggregate gains on sales of servicing
included in operations?
[AAG, par. 7.24]

(8) A rollforward of purchased servicing activity (purchases,
sales and amortization, and so forth) for each year of
operations presented?
[AAG, par. 7.24]

(9) The nature and extent of off-balance-sheet escrow
accounts?
[AAG, par. 7.24]
In May 1995, the FASB issued SFAS 122, Accounting for Mortgage
Servicing Rights, which amends SFAS 65, Accounting for Certain
Mortgage Banking Activities. SFAS 122 expands the disclosure
requirements as to mortgage servicing rights. The effective date of
SFAS 122 is for fiscal years beginning after December 15, 1995.
The additional disclosure requirements are as follows:
(10) The fair value of capitalized mortgage servicing rights
and the methods and significant assumptions used to
estimate that fair value?

(11) The reason why it is not practicable to estimate the fair
values of mortgage servicing rights and mortgage loans
(without the mortgage servicing rights), if no cost is
allocated to the mortgage servicing rights?
_______
[SFAS 122, par. 3i (AC Mo4.132)]
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(12) The risk characteristics of the underlying loans used to
stratify capitalized mortgage servicing rights for purposes
of measuring impairment?
___
[SFAS 122, par. 3i (AC Mo4.133)]

(13) For each period for which an income statement is
presented, the activity in the valuation allowances for
capitalized mortgage servicing rights including:
i. Opening balance?

ii. Additions charged and reductions credited to
operations?
_______
iii. Direct write-downs charged against the allowance?

iv. Ending balance?
[SFAS 122, par. 3i (AC Mo4.134)]

F.
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___

Real Estate Acquired in Settlement of Loans
1.

If material, is real estate acquired in settlement of loans shown
separately on the statement of financial condition?
[AAG, App. A]

2.

For foreclosed assets held for sale:

a.

If the fair value of the asset, minus the estimated costs to sell,
is less than the cost of the asset, is the deficiency recognized
and disclosed as a valuation allowance?
___

b.

Are changes in the valuation allowance based upon fluctuations
in the fair value less disposal costs charged or credited to
income and disclosed, if material?
[SOP 92-3, par. 12]

_________ _____

3.

Are foreclosed assets held for the production of income reported and
accounted for in the same way had they been acquired by other
means?
[SOP 92-3, par. 15]

4.

If foreclosed assets originally classified as held-for-sale are to be
held for production of income, is the net effect reported in income
from continuing operations in the period in which the decision to
retain the asset is made?
_________
[SOP 92-3, par. 16]
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G.

Property and Equipment

1.

Is property shown on the statement of financial condition net of
accumulated depreciation?
[AAG, par. 10.07]

2.

Is the carrying basis disclosed?
[AAG, par. 10.07]

3.

Are the balances of major classes of depreciable assets disclosed?
[APB 12, par. 5b (AC D40.105b); AAG, par. 10.07]

4.

Is accumulated depreciation, either by major class of assets or in
total, disclosed?
[APB 12, par. 5c (AC D40.105c); AAG, par. 10.07]

5.

Is the total estimated cost of major expansion programs and the
unused amount of related commitments disclosed?
[AAG, par. 10.09]

6.

For property being constructed, is the amount of capitalized interest
disclosed?
[SFAS 34, par. 21 (AC I67.118)]

_______

SFAS 121, Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to be Disposed Of, establishes accounting standards for
the impairment of long-lived assets, certain identifiable intangibles, and
goodwill related to assets to be held and used or disposed of . This
standard is effective for financial statements for fiscal years beginning
after December 15, 1995, however earlier application is encouraged.
Restatement of previously issued financial statements is not permitted.

7.

8.403

If an impairment loss is recognized for assets to be held and used,
are the following disclosures made in financial statements that
include the period of the impairment write-down?
a.

A description of the impaired assets and the facts and
circumstances leading to the impairment.

b.

The amount of the impairment loss and how fair value was
determined.

c.

The caption in the income statement in which the impairment
loss is aggregated if that loss has not been presented as a
separate caption or reported parenthetically on the face of the
statement.
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d.

8.

9.

H.
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The business segment(s) affected, if applicable.
[SFAS 121, par. 14]

___

____

If assets to be disposed of are accounted for in accordance with
paragraphs 15-17 of SFAS 121, are the following disclosed in
financial statements that include a period during which those assets
were held?
a.

A description of assets to be disposed of, the facts and
circumstances leading to the expected disposal, the expected
disposal date, and the carrying amount of those assets.

b.

The business segment(s) in which assets to be disposed of are
held, if applicable.

c.

The loss, if any, resulting from the application of paragraph 15
of SFAS 121.

d.

The gain or loss, if any, resulting from changes in the carrying
amounts of assets to be disposed of that arises from application
of paragraph 17 of SFAS 121.

e.

The caption in the income statement in which the gains or
losses in Steps 8.c. and d. are aggregated if those gains or
losses have not been presented as a separate caption or reported
parenthetically on the face of the statement.

f.

The results of operations for assets to be disposed of to the
extent that those results are included in the entity’s results of
operations for the period and can be identified.
[SFAS 121, par. 19]

If an impairment loss is recognized, is it reported as a component of
income from continuing operations?
[SFAS 121, pars. 13 and 18]

Investment in Central Liquidity Facility
1.

If material, is the investment in central liquidity facility separately
disclosed?
_________

2.

Is the investment in central liquidity facility stated at cost?
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I.

Other Assets
1.

J.

If individually material in amount, are the following assets presented
separately under the caption "Other Assets":

a.

National Credit Union Share Insurance Fund deposits or other
share insurance deposits?

b.

Accounts receivable?

c.

Prepaid expenses?

d.

Payroll deductions receivable?

e.

Investment in data service centers?

f.

Investment in and loans to service organizations?

g.

Monetary control reserve deposits?

h.

Accrued income accounts?
[AAG, par. 10.01]

_______

Members' Share and Other Depository Accounts
1.

Are savings accounts unequivocally classified as liabilities on the
statement of financial condition?16 [AAG, par. 8.05]

2.

Do disclosures include:

a.

b.

Major types of interest-bearing and noninterest-bearing deposits
by interest-rate ranges?

_______

The weighted average interest rates at which the credit union
paid interest on deposit accounts and the related deposit
balances at year end? (Typically, this information is presented
by type of deposit.)
_______________

16 EITF 89-3 states that for a credit union to be in compliance with the AICPA Audit and Accounting
Guide, savings accounts must be unequivocally shown on the face of the statement of financial condition
as liabilities. The savings accounts must be presented as the first item in the liabilities and equity
section or included within a caption subtotal for total liabilities.
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K.
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c.

Contractual maturities of time deposits specifying balances
maturing for each of the five years following the date of the
most recent statement of financial condition and thereafter?

d.

The amount of securities or mortgage loans pledged as
collateral for certain deposits?

e.

Income from early withdrawal penalties, if material?

f.

Demand accounts that are overdrawn, which should be
included with loans?
____

g.

If material, deposits received from related parties?

h.

Accounts over $100,000?

i.

The means by which interest rates are determined by the board
of directors?

j.

The priority of other liabilities over shares in claims against the
assets of the credit union?

k.

Restrictions on the payment of interest?

1.

Interest expense by type of account?
[AAG, par. 8.04]

m.

Required disclosures of the fair values?
[FASB 107, pars. 10 and 14 (AC F25 .115c, and .115g);
AAG, pars. 4.28 and 4.32]

___

___

Borrowed Funds
1.

Are types of borrowed funds disclosed on the statement of financial
condition or in a note to financial statements?

2.

Do notes to financial statements disclose:
a.

Title or nature of the agreement?

b.

Interest rates?

c.

Payment terms and maturity dates?

_______
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3.

L.

d.

Pledged collateral?

e.

Restrictive covenants?
[AAG, par. 9.09]

f.

Five-year maturity schedule as required by SFAS 47,
paragraph 10b (AC C32.105; AAG, par. 9.09)?
____

g.

Fair value of borrowed funds?
[AAG, par. 9.10]

Is the amount of debt considered extinguished because of
"insubstance defeasance" disclosed so long as that debt remains
outstanding?
___
[SFAS 76, par. 6 (AC D14.108)]

Securities Sold Under Agreements to Repurchase17,18
1.

Is the following end-of-period information disclosed:

a.

A description of the securities underlying the agreements?

b.

The book value, including accrued interest, of the securities
underlying the agreements?
___

c.

The market value of the securities underlying the agreements?

d.

The maturity of the agreements?

e.

The weighted-average interest rate of the agreements?

f.

The dollar amount of agreements to repurchase the same
securities?

g.

The dollar amount of agreements to repurchase substantially
identical securities?

17 Credit unions and savings institutions refer to securities sold under agreements to repurchase as reverse
repurchase agreements (banks refer to these agreements as repurchase agreements).
18 Credit unions may, but are not required to, offset amounts related to certain repurchase and reverse
repurchase agreements if certain conditions are met. [FASBI 41, par. 3]

8.403

9/95

8-81

CREDIT UNION AUDIT MANUAL

YES NO N/A

2.

M.

The dollar amount of assets at risk under agreements
outstanding?
___

i.

Material concentration?

j.

Credit union's control of the securities underlying the
agreements?
_________ _____
[AAG, par. 9.14a]

_______

Is the following additional information disclosed:
a.

The maximum amount of outstanding agreements at any month
end during the period?

b.

The average amount of outstanding agreements for the period?

c.

A statement of whether the securities underlying the
agreements were under the credit union's control?
_________
[AAG, par. 9.14b]

Other Liabilities

1.

2.
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h.

If individually material, are the following liabilities stated separately
in the statement of financial condition or related notes:
a.

Accounts payable?

b.

Accrued interest payable?

c.

Accrued expenses?

___ ___________

d.

Liability for consigned items sold?

___

e.

Borrowers' taxes and insurance escrows?

f.

Suspense accounts (items recorded and held subject to
clarification and transfer to the proper account, such as
unapplied loan payments and savings deposits)?
[AAG, par. 10.02]

_________
_______

For loans transferred with recourse that are not reported as sales, is
the amount of proceeds from the transfer reported as a liability?
[SFAS 77, par. 8 (AC R20.108)]
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3.

For employee compensated absences:

a.

b.

N.

___

If a liability for compensated absences is not accrued because
amount of liability cannot be reasonably estimated, is this fact
disclosed?
_____________
[SFAS 43, par. 6 (AC C44.104)]

4.

Are liabilities for special termination benefits to employees
appropriately accrued and reported when the employees accept the
offer and the amount can be reasonably determined?
_____________
[SFAS 88, par. 15 (AC P16.185)]

5.

If an obligation for postemployment benefits is not accrued in
accordance with SFAS Nos. 5 or 43 only because the amount cannot
be reasonably estimated, is this fact disclosed?
[SFAS 112, par. 7, (AC P32.105)]

_______

Members' Equity

1.
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If the conditions for accrual are met, is a liability for
compensated absences accrued?
___

Is members' equity shown separately on the statement of financial
condition?
_______
[AAG, par. 11.09]

___

2.

Are significant restrictions on the use of members'equity disclosed?
[SFAS 5, par. 18 (AC C59.120); AAG, par. 11.09]

3.

If significant restrictions exist, does the caption for members' equity
indicate that members' equity is "substantially restricted"?
[AAG, App. A]

4.

Are unrealized holding gains and losses on investment securities
classified as available-for-sale reported as a net amount in a separate
component of undivided earnings until realized?
_________ _____
[SFAS 115 par. 13 (AC I80.110); AAG, par. 11.08]

5.

Are any appropriations of members' equity for loss contingencies
and general reserves disclosed and included in members' equity?
[SFAS 5, par. 15 (AC C59.117); AAG, pars. 11.07 and 11.09]

___
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Statement of Income
A.

B.

Interest on Loans
1.

Is interest on loans shown separately in the statement of income?
[AAG, App. A]

2.

Is the revenue recognition basis disclosed?
[AAG, par. 5.47]

3.

Is amortization of net deferred loan origination and/or loan
commitment fees and costs that are recognized as an adjustment of
yield reported as interest income?
[SFAS 91, par. 22 (AC L20.121); AAG pars. 5.40 and 5.41]

Commitment Fees

1.

C.

Is the amount for investment income shown separately in the
statement of income?
[AAG, App. A]

Contributions Received
1.
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Is amortization of commitment fees being amortized on the straightline basis over the commitment period, or included in income when
the commitment expires, reported as service fee income?
[SFAS 91, par. 22 (AC L20.121); AAG, par. 5.40]

Investment Income
1.

D.

------

If the credit union receives contributed services, does it disclose:

a.

A description of the activities for which those services were
used, including the nature and extent of contributed services
received for the period and the amount recognized as revenues
for the period?

b.

The fair value of contributed services received but not
recognized, if practicable (optional)?
___

c.

Nonmonetary information such as the number and trends of
donated hours received or service outputs provided by
volunteer efforts (optional)?
___
[SFAS 116, par. 10 (AC C67.110); AAG, par. 10.23]
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YES NO N/A
2.

E.

Interest Expense on Members' Share and Other Depository Accounts
1.

F.

G.

I.

Is the amount shown separately in the statement of income?
[AAG, par. 8.05 and App. A]

Interest on Borrowings
1.

Is the amount shown separately in the statement of income?
[AAG, App. A]

2.

Is interest relating to reverse repurchase agreements reported gross
as an expense?
[AAG, par. 9.13]

3.

Is the amount of capitalized interest disclosed in the notes?
[SFAS 34, par. 21 (AC I67.118)]

Is the provision shown separately in the statement of income?
[AAG, App. A]

___

General and Administrative Expenses

1.

Operating leases — Is rental expense disclosed for each period for
which an income statement is presented, with separate amounts for
minimum rentals, contingent rentals, and sublease rentals?
[SFAS 13, par. 16c (AC L10.112c)]

2.

Depreciation — Is depreciation expense disclosed for each period for
which an income statement is presented, accompanied by a general
description of the methods used to compute depreciation for the
major classes of depreciable assets?
[APB 12, par. 5 (AC D40.105)]

_______

Other Income (Expense)

1.

Securities gains (losses).
a.

8.403

___ ___________

Provision for Loan Losses

1.

H.

If comparative annual financial statements are presented for earlier
periods, are those financial statements reclassified (or restated) to
reflect retroactive application of the provisions of SFAS 116?
[SFAS 116, par. 30]

Are unrealized gains and losses from trading securities shown
separately on the statement of income?
[FASB 115, par. 13 (AC I80.110); AAG, par. 4.20]
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YES NO N/A

2.

b.

Are realized gains and losses from sales of available-for-sale
securities shown separately on the statement of income?

c.

Is the basis for determining gains and losses disclosed?
[SFAS 115, par. 21 (AC I80.120); AAG, par. 4.26]

Pension plan gains (losses)
a.

J.
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___

Are gains (losses) on a settlement or curtailment of a pension plan
or for termination benefits disclosed?
[SFAS 88, par. 17 (AC P16.187)]

Extraordinary Items
1.

Are extraordinary items segregated and shown on the face of the
income statement following income before extraordinary items and
before net income using the caption "Extraordinary Items"?
___
[APB 30, pars. 10-12 (AC I17.102-.103)]

2.

Are descriptive captions and amounts presented for individual
extraordinary events or transactions, preferably on the face of the
income statement if practicable?
[APB 30, par. 11 (AC I17.102)]

3.

Do disclosures include descriptions of an extraordinary event or
transaction and the principal items entering into determination of
extraordinary gains or losses?
[APB 30, par. 11 (AC I17.102)]

4.

Is disclosure made of each adjustment in the current period of an
element of an extraordinary item that was reported in a prior period
as to year of origin, nature and amount?
_________
[SFAS 16, par. 16(c) (AC I17.119)]

5.

Are material events or transactions that are either unusual in nature,
or of infrequent occurrence, but not both (and therefore not meeting
criteria for extra ordinary items):
a.

Reported separately on the statement of income?

_________ _____

b.

Accompanied by disclosure of the nature and financial effects
of each event?
[APB 30, par. 26 (AC I22.101)]

___ _____ _____
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YES NO N/A

K.

6.

For an existing property with an asbestos problem, are the costs
incurred to treat the problem if charged to expense not classified as
an extraordinary item?
___ _____ _____
[EITF 89-13]

7.

Do disclosures include (for gains or losses from extinguishment of
debt classified as extraordinary items) a description of the
extinguishment transactions, including the sources of any funds used
to extinguish the debt if it is practicable to identify the sources?
[SFAS 4, pars. 8-10 (AC I17.104 and D14.105-.107)]

___

___

___ _____

___

Other

1.

Are transfers to and from accounts properly designated as
appropriated members' equity excluded from the determination of
net income?
[APB 9, par. 28 (AC C08.101)]

2.

If the credit union plans to dispose of two segments of a business
and a net gain is expected (one had a net gain and the other a net
loss), is that gain shown net?
[EITF 85-36]

3.

If the credit union had accounted for the discontinuance of a segment
in accordance with APB 30 and subsequently decided to retain the
segment, is any impairment writedown of the individual assets clas
sified in continuing operations?
___ _____
[EITF 90-16]

Statement of Members' Equity

A.

Are changes in members' equity disclosed?
[APB 12, par. 10 (AC C08.102)]

Statement of Cash Flows

8.403

A.

Is a statement of cash flows presented for each period for which a
statement of income is presented?
___ _____ _____
[SFAS 95, par. 3 (AC C25.101)]

B.

Are cash receipts and cash payments from operating activities shown
separately on the statement of cash flows?
___
[SFAS 95, pars. 27-28 (AC C25.125-.126)]

___

___

9/95

8-87

CREDIT UNION AUDIT MANUAL

♦--------------------------------------------------------------------

YES NO N/A
1.

2.

C.

D.

E.
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Are cash receipts and payments resulting from purchases and sales
of securities and other assets acquired for resale and carried at fair
value in a trading account classified as operating cash flows?
[SFAS 102, par. 8 (AC C25.122A); AAG, par. 14.04]
Are cash receipts and payments resulting from acquisitions and sales
of loans, if those loans are acquired specifically for resale and are
carried at market value or the lower of cost or market, classified as
operating cash flows?
___
[SFAS 102, par. 9 (AC C25.122B); AAG, par. 14.04]

___

___

___

Are cash receipts and cash payments for the following transactions
classified as cash flows from operating activities:
1.

Interest received?

2.

Fees received?

3.

Insurance commissions received?

4.

Proceeds from maturities and sales of trading securities?

5.

Purchases of trading securities?

_________ _____

6.

Interest paid?

___ _____

7.

Cash paid to employees and suppliers?
[SFAS 95, pars. 22-23 (AC C25.120-.121)]

___ ___________

___ _____

_____________

Are the net amounts of cash receipts and cash payments reported for:

1.

Deposits placed with financial institutions and withdrawals of
deposits?
___ _____ _____

2.

Time deposits accepted and repayments of deposits?

_______________

3.

Loans made to customers and principal collections of loans?
[SFAS 104, par. 7a (AC C25.111A); AAG, par. 14.05]

___

Are cash receipts and cash payments for the following transactions
classified as cash flows from investing activities?

1.

Loan principal payments.

___ _____ _____

2.

Loan sale proceeds.

___

___

__
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YES NO N/A

F.

G.

3.

Investment security sale and maturity proceeds.

4.

Real estate sale proceeds.

5.

Loan originations.

___ ___________

6.

Loan purchases.

___

7.

Investment security purchases.

___ _____ _____

8.

Investments in foreclosed real estate.
[SFAS 95, pars. 16-17 (AC C25.114-.115); AAG, par. 14.06]

___

Are cash receipts and cash payments from financing activities shown
separately on statement of cash flows?
[SFAS 95, par. 31 (AC C25.129)]
Are cash receipts and cash payments for the following transactions
classified as cash flows from financing activities?

1.

Net increase in mortgage escrow deposits.

___

2.

Certificates of deposit issued.

___ _____

3.

Net increase in other deposit accounts.

4.

Other borrowings proceeds.

5.

Net increase in short-term borrowings (original maturity of three
months or less).

6.

Net decrease in mortgage escrow deposits.

7.

Certificates of deposit matured.

8.

Net decrease in other deposit accounts.

9.

Repayment of other borrowings.

10.

H.

8.403

_______

Net decrease in short-term borrowings (original maturity of three
months or less).
___
[SFAS 95, pars. 19-20 (AC C25.117-.118); AAG, par. 14.06]

If applicable, is the effect of exchange-rate changes on cash balances held
in foreign currencies shown separately?
___
[SFAS 95, par. 25 (AC C25.123)]

_________ _____

_________

___

___

9/95

8-89

CREDIT UNION AUDIT MANUAL

YES NO N/A
I.

Are the changes in cash and cash equivalents presented?
[SFAS 95, par. 7 (AC C25.105)]

J.

Is a reconciliation of net income to net cash flow from operating activities
presented either within the statement of cash flows or in a separate
schedule?
[SFAS 95, pars. 29-30 (AC C25.127-.128)]

K.

Are noncash investing and financing activities summarized in a separate
schedule or on the face of the statement of cash flows?
[SFAS 95, par. 32 (AC C25.134); AAG, par. 14.08]

Exhibit A — Accounting for Postretirement Health Care and Life Insurance
Benefits

The effective date of SFAS 106 is for fiscal years beginning after December 15,
1992, except for plans outside the U.S. and for defined benefit plans of employers
that (a) are nonpublic entities, and (b) sponsor defined benefit postretirement plan(s)
with no more than 500 plan participants in the aggregate in which case the effective
date is for fiscal years beginning after December 15, 1994. Earlier application is
encouraged. Until such time, the following disclosures remain in effect:

A. Postretirement Health Care and Life Insurance Benefits
1.
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Do disclosures include:

a.

Description of benefits and employee groups covered?

b.

Description of accounting and funding policies?

c.

Cost of benefits recognized during the period?

d.

Effect of significant matters affecting the comparability of the costs
recognized for all periods presented?
[SFAS 81, par. 6 (AC P50.102 Appendix E)]

e.

If the cost of any postretirement health care or life insurance benefits
cannot readily be separated from the cost of providing such benefits
for active employees or otherwise be reasonably approximated, the
total cost of providing those benefits to both active employees and
retirees, as well as the number of active employees and the number
of retirees covered by the plan?
[SFAS 81, par. 7 (AC P50.103, Appendix E)]
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-----------------------------------------------------------------------------------------------------------------YES NO N/A
Exhibit B — Impairment of Loans Receivable

The effective date of SFAS 114, as amended by FASB 118, is for fiscal years
beginning after December 15, 1994. Earlier application is encouraged. Until such
time, the following disclosures remain in effect:
A.

Impairment of Loans Receivable
1.
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For receivables involved in troubled debt restructurings, are the
following disclosed, by major category of loans, as of the date of
each balance sheet presented:
a.

Aggregate recorded investment?

b.

Gross interest income that would have been recorded if loans
has been current per their original terms and had been
outstanding throughout the period or since origination?

c.

Amount of interest income included in net income?

d.

Amounts of any commitment to lend additional funds to debtors
owing restructured troubled loans?
[SFAS 15, pars. 40-41 (AC D22.136- .137)]

___ _____ _____
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♦-------------------------------------------------------------------------------------------------------------------AUDITOR’S REPORT CHECKLIST

8.500

Explanation of References:

AAG = AICPA Audit and Accounting Guide, Audits of Credit Unions, with conforming
changes as of May 1, 1994

SAS = AICPA Statement on Auditing Standards
SSARS = AICPA Statements on Standards for Accounting and Review Services

AU = Reference to section number in AICPA Professional Standards (vol. 1)

AR = Reference to section number in AICPA Professional Standards (vol. 2)

YES
1.

a.

Addressee?
[SAS 58, par. 9 (AU 508.09)]

b.

Date (or dual dates) of the report?
[SAS 1, sec. 530.05 (AU 530.05)]

c.

A title that includes the word "independent"?
[SAS 58, par. 8a (AU 508.08a)]

If the accountant is not independent, is a compilation report that indicates lack
of independence issued?
[SAS 26, par. 10 (AU 504.10); SSARS 1, pars. 22 and 38 (AR 100.22 and
.38)]

3.

Does the reporting language conform with the auditor's standard report on:

9/95

N/A

Does the auditor's report include appropriate:

2.

4.

NO

a.

Financial statements of a single year or period?

b.

Comparative financial statements?
[SAS 58, par. 8 (AU 508.08)]

_______

Does the report include appropriate language for the following situations:
a.

Only one basic financial statement is presented and there are no scope
limitations?
___ ___________
[SAS 58, pars. 47-48 (AU 508.47-.48)]

b.

Audited and unaudited financial statements are presented in comparative
form?
___ _____
[SAS 26, pars. 14-17 (AU 504.14-.17)]

___
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--------------------------------------------------------------------------------------YES NO N/A
5.

Is an explanatory paragraph (or other explanatory language) added to the
standard report if:
a.

The financial statements are affected by uncertainties concerning future
events, the outcome of which is not susceptible of reasonable estimation
at the date of the auditor's report?
___
[SAS 58, pars. 16-33 (AU 508.16-.33)]
Note: Consult the Topical Index to the AICPA Professional Standards
under "Uncertainties" for additional references to specific types of
uncertainties.

b.

There is substantial doubt about the credit union's ability to continue as
a going concern for a reasonable period of time and that conclusion is
expressed through the use of the phrase "substantial doubt about its (the
credit union's) ability to continue as a going concern"?
___
[SAS 64, par. 1 (AU 341.12-.13)]

c.

There is a material change between periods in accounting principles or
in the method of their application?
[SAS 58, pars. 34-36 (AU 508.34-.36)]

d.

In an updated report on comparative financial statements, the current
opinion on the prior period is different from the one previously
expressed?
___
[SAS 58, pars. 77-78 and 81-82 (AU 508.77-.78 and .81-.82)]

e.

The prior period financial statements are audited by a predecessor
auditor whose report is not presented?
[SAS 58, par. 83, as amended by SAS 64, par. 2 (AU 508.83)]

f.

The auditor's opinion is based in part on the report of another auditor?___
[SAS 1, sec. 543 (AU 543); SAS 58, pars. 12-.13 (AU 508.12-.13)]

g.

The financial statements contain a departure from a promulgated
accounting principle when conformity with GAAP would result in a
misleading presentation?
_______
[SAS 58, pars. 14-15 (AU 508.14-.15)]

h.

8.500

___

___

Other information in a document containing audited financial statements
is materially inconsistent with information appearing in the financial
statements?
___ _____
[SAS 8, par. 4 (AU 550.04)]
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YES NO N/A
i.

6.

The auditor decides to emphasize a matter in the report?
[SAS 58, pars. 37 (AU 508.37; Interpretation 38 of SAS 1, sec. 410
(AU 9410.17); Interpretation 1 of SAS 57 (AU 9342.03)]

Is a qualified opinion or disclaimer of opinion expressed if scope limitations
preclude application of one or more auditing procedures considered necessary
in the circumstances?
[SAS 58, pars. 40-45 (AU 508.40-.45); SAS 19, par. 12 (AU 333.12)]

_______

Note: Consult the Topical Index to the AICPA Professional Standards under
"Scope of Audit —Limitations" for additional references to specific types of
scope limitations that could result in either a qualified or disclaimer of
opinion.

7.

Is a qualified opinion or adverse opinion expressed if a lack of conformity
with GAAP (including inadequate disclosure) is present?
___
[SAS 58, pars. 49-66 (AU 508.49-.66); SAS 32, par. 3 (AU 431.03)]

Note: Consult the Topical Index to the AICPA Professional Standards under
"Departures from Established Principles," "Adverse Opinions," and
"Qualified Opinions" for additional references to specific types of GAAP
departures that could result in either a qualified or adverse opinion. In
addition, a GAAP departure would result if the credit union's members' share
accounts are not reported as liabilities. [AAG, par. 15.05]
8.

If a qualified opinion, adverse opinion, or disclaimer of opinion is expressed,
are all the substantive reasons for the opinion or disclaimer disclosed and is
the report appropriately modified?
_______
[SAS 58, pars. 39, 68-69, and 71 (AU 508.39, .68-.69, and .71)]

9.

If information accompanies the basic financial statements and auditor's report
in an auditor-submitted document, does the report on the accompanying
information:

9/95

a.

State that the audit is performed for the purpose of forming an opinion
on the basic financial statements taken as a whole?

b.

Specifically identify the accompanying information?

c.

State that the accompanying information is presented for purposes of
additional analysis and is not a required part of the basic financial
statements?
___

_________
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d.

10.

Is the reporting form and content of SAS 60, paragraphs 9-19, followed
when communicating internal control structure related matters noted in an
audit?1
[SAS 60, pars. 9-19 (AU 325.09-.19)]

11.

Is the reporting form and content of SAS 35, paragraph 4 followed when
performing a supervisory committee audit?
_______
[SAS 35, par. 4 (AU 622.04); AAG, par. 15.08]

12.

1

8.500

State whether the accompanying information was subject to the auditing
procedures applied in the audit of the basic financial statements and the
appropriate expression of opinion or disclaimer?
___
[SAS 29, pars. 6-11 (AU 551.06-.11)]

___

Is the reporting form and content of SAS 62, paragraph 5 followed when
reporting on a comprehensive basis of accounting other than GAAP for
financial statements prepared for regulatory purposes?
[SAS 62, par. 5 (AU 623.05); AAG, par. 15.03]

Reportable conditions in internal control structure that have not been corrected must be communicated,
preferably in writing, to senior management and the board of trustees or its audit committee. [SAS 60]
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Financial Statement Control Form
Client:________________________ __________________________________________________
Financial Statement Date:__________________________________________________________

INSTRUCTIONS: This form should be prepared by the in-charge to accompany the draft of the financial
statements and report. Each step should be initialed and dated as it is completed, or checked "N/A." Step
8 must be initialed and dated by the engagement partner in order to release the financial statements and
report.

SERVICE PERFORMED:
AUDIT

□

REVIEW

□

COMPILATION

□

Performed By

Date

Initials
1. Submit financial statements and report to typing.

□

2. Proofread the financial statements and report.

□

3. Resubmit the financial statements and report for
correction.

□

4. Submit to technical reviewer, if applicable.

5. Resubmit the financial statements and report for
corrections.

N/A

□

□

6. Foot and crossfoot all pages.

□

7. Submit to engagement partner for final review.

□

8. Release the financial statements and report.

□

Number of Copies:

Bound:-------------------

Unbound:

Other:_______________________________________________________________________________
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CPE Course

CHAPTER 9
CREDIT UNION CPE COURSE
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CHAPTER 9

CREDIT UNION CPE COURSE
COURSE OVERVIEW

This course is designed for accountants who want to gain an understanding of the credit union industry,
audit risk and the internal control structure in credit union audits, and the confirmation process in credit
union audits. This course will be particularly useful for those accountants engaged in providing services
for credit unions by providing theoretical concepts and examples for applying the knowledge you have
gained from the various readings and exercises.

GOING THROUGH THE COURSE

All participants are required to read the course materials provided and the assigned readings at the end of
each section. Next, you should answer the review questions in each section, and then compare your
answers to those provided.

CPE CREDIT
NOTICE

This CPE course was included in the 1994 edition of this Manual. Anyone who has already
received CPE credit for completion of this course cannot receive additional CPE credit for
this course.

To earn a self-study "Certificate of Completion for Recommended Continuing Education Credit" for this
course, complete the examination at the end of this chapter. If you receive a grade of 75 % or better on the
examination, we will send you a certificate recommending four hours of CPE credit.

Included with the course materials are three postcards. Each postcard should be mailed with a check for
$35.00 (plus shipping and handling fees of $6.00). Separate testing for up to three individuals is provided
by purchasing this Manual.
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RESPONSIBILITY FOR KEEPING CPE RECORDS
The widely adopted Statement on Standards for Formal Continuing Professional Education (CPE)
Programs places responsibility on both the individual participant and the course sponsor to maintain a
record of satisfactory completion for CPE self-study courses.

You should keep the following information on each course:

•

The sponsor-provided Certificate of Completion.

•

Other information you feel would be helpful in reporting your CPE credit hours to the state
board (e.g., any notes you have taken).

This information should be kept for an appropriate period of time to enable regular periodic reporting to
jurisdictional boards of accountancy and to professional organizations requiring such reports. Some state
boards request copies of this information directly from registrants. Others will contact the program sponsor
to confirm those details provided by CPE participants on a registration form. Sponsors are required to keep
documentation on programs for five years.

COURSE EVALUATION
Included in the examination package will be a Course Evaluation Form. Please fill out the Course
Evaluation Form and mail it along with your examination answer sheet in the envelope provided. Your
comments are important to us for preparing new courses.
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SECTION I—THE CREDIT UNION INDUSTRY

Section I-A

Introduction to Credit Unions

Section I of this self-study module is concerned with the credit union industry in the United States, its
organization, regulation and operation.

At the end of this section you should:
•

Understand the role of a financial intermediary.

•

Understand a credit union's need to balance the competing objectives of profitability, safety and
liquidity.

•

Be familiar with a credit union's operations and how a credit union differs from other types of
financial institutions such as banks and savings banks.

•

Be familiar with the regulatory environment in which a credit union operates and with an auditor's
responsibilities with regard to illegal acts.
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Financial Intermediaries

Credit unions are financial intermediaries, and as such, they play a key role in the credit market. Scarcity
of goods and services is the fundamental problem in any economy, and markets are used to allocate them
among the various competing uses. The credit market is no different. The unique feature of the credit
market is it helps allocate goods and services over time, by facilitating the trade-off between the current
and future use of those goods and services.

For example, consider Pam, a CPA who is in the early stages of her career. She is single, has no debt
except for a home mortgage, and she makes a good salary. She has no immediate needs for her disposable
income. She is willing to give up the current use of those funds in exchange for more funds at a future
date. That is, she is willing to invest or deposit her money in exchange for interest income and the ability
to withdraw and use her funds at a later date.

On the other hand, Paul is a little further along in his career. He has a growing family, and needs to put
an addition on to his house in order to accommodate that family. Right now, he doesn't have the money
he needs to make this addition. He needs to purchase goods and services today, and is willing to pay, in
the form of interest, to have the funds available immediately.
Although Pam could loan money directly to Paul, she is unlikely to do so because:

•

It is an illiquid investment. If she deposits her money with an intermediary, she can typically
withdraw it at any time without penalty.

•

It exposes her to risk of default. Financial intermediaries insure her deposits, and the risk of
default is much less.

•

It may expose her to interest rate risk. If rates rise, a fixed-rate loan receivable loses its value.
Deposits at a financial institution typically have shorter maturities, which allows them to reprice
quicker and respond to changes in interest rates.

Have you ever tried to buy or sell a house involving seller financing? Was the seller amenable to such an
arrangement? If not, why not? These issues are similar to those identified above. Thus, the role of a
financial intermediary is to act as a go-between for those willing to give up the current use of funds and
those willing to pay for the use of those funds.

Interest Rates and the Fundamental Problem of Financial Intermediation

Interest rates indicate the trade-off between current and future uses of goods and services. How much
interest will Pam need to earn to make it worth her while to deposit her money? How much interest will
Paul be willing to pay and still borrow the money? Interest rate levels are largely a function of the supply
and demand for credit. If there are more Pams than Pauls in the economy (the supply of funds is greater
than the demand), interest rates should fall. If the reverse is true, rates should rise.
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♦ --------------------------------------------------------------------------- ----- --------------------------------Interest rates are also affected by two other important factors:
•

Risk. The riskier the investment, the greater the compensation a lender will need to make the
investment and take that risk. Auto loans typically have a higher rate of interest than home
mortgages. Why? Because borrowers are more likely to let the bank foreclose on their cars than
they are on their homes. To make it worthwhile for lenders to assume this additional risk, they
need a higher level of compensation.

•

Liquidity. Investors value liquidity, and, as a result, they are prepared to accept a lower rate of
interest in return for a more liquid investment. Securities with shorter maturities tend to be more
liquid and therefore will typically have lower rates than the same securities with longer maturities.

As explained below, interest rate is a key component in three key concerns of a financial intermediary:
profitability, safety, and liquidity.
Profitability. Net interest income is the difference between the interest earned on loans and other
investments and the interest paid on liabilities used to fund those investments. Net interest income is to a
financial institution what gross margin is to commercial businesses. It must be sufficient to cover the
institution's operating costs and losses from default.
One way an institution can increase its margins is to make long-term loans funded by short-term liabilities.
Remember, typically investors will pay higher returns for long-term investments than they will for short
term investments. By tying interest income to long-term maturities and interest expense to short-term
maturities, a financial institution can make a greater margin than it could by borrowing and lending with
exactly the same maturities.
The danger of engaging in this practice is that the institution may need to liquidate loans or investments
before their maturity to meet demands from depositors for their money. A financial institution is able to
alleviate this by relying on its ability to predict the behavior of a large group of depositors. While it is
difficult to predict the behavior of one depositor, it is less difficult to predict the behavior of a group of
depositors. In other words, the institution predicts that not all its depositors will want to withdraw their
money at the same time.

There are trade-offs to matching long-term assets with short-term liabilities, and these will be discussed
below.

Another way for a financial intermediary to increase its margins is to make riskier investments. These
investments will pay a higher rate of interest, but of course, there are trade-offs to this strategy as well.
Safety. It is absolutely vital for a financial institution to be considered a safe storehouse for funds,
otherwise, depositors will take their money elsewhere. Safety is related to the risk of default. Financial
institutions need to take precautions to make sure they will be repaid. If you've ever helped arrange a loan
for one of your clients, or obtained one for your own business, you know that lenders are primarily
concerned ensuring that they will be repaid.

But safe investments will offer lower returns, and thus institutions need to balance safety with profitability.
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----------------------------------------------------------------------------------------------------------------Liquidity. Liquidity adds to the safety of the financial institution by limiting interest risk. As alluded to
earlier, one of the problems of mismatching the maturities of assets and liabilities is that the financial
institution is exposed to changes in interest rates. Short-term instruments will reprice quicker than long
term instruments. A 30-day CD will mature and be renewed at a new rate of interest. A 30-year fixed-rate
mortgage will not. (Even variable rate loans typically have provisions-designed to protect the borrowerthat affect the speed and degree to which the rates charged on loans can be adjusted.)

In a period of rising interest rates, interest expense will increase faster than interest income, reducing
interest margins. In a period of falling rates, the reverse is true.

Liquidity is also important because it allows a financial institution to meet its current liabilities. These
current liabilities are different for a financial institution than they are for commercial businesses. In a
liquidity crunch, commercial businesses may operate for long periods of time by putting off payments to
creditors, whereas a financial institution cannot do this. Most of their liabilities are the customers
deposits, which can be withdrawn on demand. To remain technically solvent, a financial institution must
structure its assets so that it will always have cash on hand and highly liquid assets that can be sold
whenever it needs the cash. The cost for retaining this type of portfolio is a reduction in interest income.
Thus, a primary issue facing financial institutions is managing the trade-offs between profitability, safety,
and liquidity.

Reading Assignment
•

Read "Asset Liability Management" (ALM) in Chapter 2 of this Manual.

•

Read "Capital Structure of a Credit Union" in Chapter 2 of this Manual.

•

Read paragraphs 2.05 through 2.14 of the AICPA Audit and Accounting Guide, Audits of Credit
Unions, with conforming changes as of May 1, 1995 (the "Guide"), included in Appendix B of
this Manual.
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Pretest Questions for Section I-A

1.

Why does a financial institution mismatch the maturities of its assets and liabilities? What is the
risk of doing this?

2.

What is the objective of asset/liability management policies? What type of guidelines should these
policies include?
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Pretest Answers for Section I-A
1.

Why does a financial institution mismatch the maturities of its assets and liabilities? What is the
risk of doing this?
In general, long-term investments tend to have higher interest rates than do short-term
investments. By funding long-term loans and investments with short-term liabilities, a financial
institution is able to maximize its interest margin. However, this strategy may expose the
institution to interest rate risk, because the short term liabilities will reprice quicker than the long
term assets. In a period of rising interest rates, this will reduce interest margins. It also exposes
the institution to liquidity problems if depositors make unexpected withdrawals.

2.

What is the objective of asset/liability management policies? What type of guidelines should these
policies include?
The objective of asset/liability management policies is to manage interest rate risk and match
income streams with the related cost of funds. These policies should include guidelines for
monitoring, reporting, and evaluating the level of interest rate risk, and the impact on capital
structure and earnings when rates change significantly.
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Section I-B

The Formation of Credit Unions

To understand how credit unions operate and how they are different from other financial institutions, it
might be useful to consider their historical roots. Many credit unions were formed during a period of time
when consumer credit was a privilege for the few and was not available for the common person. The
industry has its roots in mid-19th century Germany in the writings of a German Lutheran writer (Victor
Huber) who stressed the ethical and religious considerations for establishing cooperative credit
organizations. He saw these as a way to reduce poverty and as a means to improve character by
emphasizing self-help. These ideas were put into practice, and by the 1850s, cooperative credit societies
had spread throughout Germany. At the beginning of the 20th century, they came to North America.

The Federal Credit Union Act defines a credit union as a "cooperative association organized for the
purpose of promoting thrift among its members and creating a source of credit for provident or productive
purposes." This rather moralistic definition stems from the historical origination of the industry.

Credit unions are nonprofit, nontaxable, cooperative associations. As defined in Funk & Wagnalls, a
cooperative is "a business enterprise owned or organized by a group for its common economic benefit."
Usually, cooperatives are formed to benefit either producers or consumers. For example, an artist's
cooperative is a producer cooperative, operated to display and sell the art produced by its members. A
credit union is unique in that it is a cooperative of both producers of funds (those that deposit with the
credit union) and consumers of funds (those that borrow from the credit union.)

The principles of a cooperative form of business are different from other forms of business. The
Rochdalian Principles (named after a group of weavers from Rochdale England that established the first
cooperative) that form the basis for cooperatives include the following:

•

Democratic Control. This principle is preserved in credit unions. Like a corporation, credit
unions have shareholders who have the right to vote on certain matters. But in a credit union,
each shareholder has one vote, regardless of the number of shares owned.

•

Distribution of Earnings in Proportion to Patronage. This principle is accomplished simply by
paying interest on members' share accounts.

•

Education of Members. Credit unions have a reputation for being consumer oriented by offering
programs such as seminars, financial counseling and extensive consumer information.

•

Volunteers. Volunteers serve on credit unions' boards of directors, and supervisory and other
committees, although as a matter of survival they also have full-time, paid professional
management.

Members in a credit union are connected by a "common bond," such as a shared occupation, religion,
education or geographical boundary.
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Reading Assignment
•

Read "What is a Credit Union?," "Industry Trends," "Competition," "Credit Union Organization
and Operational Structure", "Credit Union Service Organizations", and "Common Users of
Financial Statements" sections of Chapter 2 of this Manual.
Read Chapter 1 of the Guide.
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♦ -----------------------------------------------------------------------------------------------------------------Pretest Questions for Section I-B

1.

What are the four major differences noted in the Manual that distinguish credit unions from banks
and savings institutions?

2.

What is the significance of direct payroll deposits as a competitive advantage for credit unions?

3.

How can a credit union minimize its liquidity risk related to loans?

4.

Describe the following:
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•

Corporate Central.

•

Credit Union Service Organizations.
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Pretest Answers for Section I-B
1.

2.

What are the four major differences noted in the Manual that distinguish credit unions from banks
and savings institutions?
•

Capital is internally generated through excess earnings from operations.

•

Access to services is limited to those persons qualifying as members.

•

Irrespective of invested capital (members' share accounts), each member still retains one
vote.

•

Credit unions are non-profit corporations (and are exempt from taxation).

What is the significance of direct payroll deposits as a competitive advantage for credit unions?
Historically, credit unions obtained direct payroll deposits for major employee groups that were
members, which allowed members to conveniently and consistently contribute to savings and set
aside their loan payments. This was a significant competitive advantage over banks and other
financial institutions, but increased sophistication on the part of regional and national banks has
eroded this advantage.

3.

How can a credit union mitigate its liquidity risk related to loans?

By selling the loans in the secondary market either through mortgage banking companies
developed in the form of a mortgage program for credit unions or direct access to the Federal
National Mortgage Association (FNMA) or the Federal Home Loan Mortgage Corporation
(FHLMC).
4.

Describe the following:

•

Corporate Central. A state or nationwide system that allows credit unions to invest excess
funds or to borrow to meet cash needs.

•

Credit Union Service Organization. An entity that provides service to affiliated credit
unions, such as: ATM services, shared credit union branches, auto leasing, mortgage
processing, mortgage servicing and sales, security brokerage service, data processing, and
any other activities that lend themselves to this type of structure.
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♦ -----------------------------------------------------------------------------------------------------------------Section I-C

The Regulatory Environment

Financial institutions may be the most regulated industry in the United States, primarily because they serve
the public trust as a storehouse for savings. They are also ubiquitous in the economy. There are basically
two explanations why regulations are imposed:

•

To protect the public interest.

•

To overcome or prevent a perceived deficiency in the market.

Regulations can be broadly classified into attempts to:

•

Provide greater stability in the financial sector. There is a great interdependence among financial
institutions and, as a result, there is a belief that one failure can easily trigger a chain reaction of
other failures. Also, without widespread information as to the cause of a failure, the public might
consider that many financial institutions are unsafe.

•

Induce a change in the flow of credit. There are a number of regulations designed to ensure that
financial institutions do not discriminate based on race, religion, gender, etc. These laws include:
The Civil Rights Act, the Fair Credit Reporting Act, the Equal Credit Opportunity Act, and Home
Mortgage Disclosure Act.

•

Promote competition. Regulators and some members of the public are concerned that some
financial institutions may become too large and reduce competition. Some regulations restrict the
expansion of financial institutions into certain geographic locations as well as certain areas of
service or products.

•

Provide for a greater dissemination of information. There are a number of regulations, such as
"truth in lending" laws, that are designed to promote a smoother functioning of the market by
providing consumers with easier access to uniform information.

Reading Assignment

•

Read "Regulatory Environment" and "Capital Structure of a Credit Union" in Chapter 2 of the
Manual.

•

Read paragraphs 2.31 through 2.40 of the Guide.
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Pretest Questions for Section I-C
1.

What are the overall objectives of the annual regulatory examinations?

2.

What are the five areas of the CAMEL system? What is the purpose of CAMEL ratings?

3.

What are an auditor's responsibilities with regard to laws that have a direct affect on a credit
union's financial statements? What are an auditor's responsibilities with regard to laws that have
an indirect affect on the financial statements?
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♦ ---------------------------------------------Pretest Answers for Section I-C

1.

2.

What are the overall objectives of the annual regulatory examinations?

•

To review compliance with rules and regulations.

•

To identify unreasonable levels of risk.

•

To evaluate the safety and soundness of operations.

•

To determine management quality and policy effectiveness.

What are the five areas of the CAMEL system? What is the purpose of CAMEL ratings?
CAMEL stands for:
•

Capital adequacy

•

Asset quality

•

Management effectiveness

•

Earnings

•

Liquidity

The system was designed primarily as a methodology for ranking risk, allocating exam resources
and implementing the regulatory oversight process.

3.

What are an auditor's responsibilities with regard to laws that have a direct affect on a credit
union's financial statements? What are an auditor's responsibilities with regard to laws that have
an indirect affect on the financial statements?
An auditor should design the audit to provide reasonable assurance that a credit union's financial
statements are free of material misstatements resulting from violations of laws and regulations that
have a direct and material effect on the financial statements. These laws might include limitations
on the nature and amount of certain investments.

Laws and regulations that have an indirect effect on a credit union's financial statements typically
relate more to operating aspects. Their indirect effect is normally the result of the need to disclose
a contingent liability because of the allegation or determination of illegality.
In both cases, an auditor who identifies a violation of a direct-effect or an indirect-effect law or
regulation would evaluate the illegal act in the context of materiality and how the act affects the
financial statements. An auditor is not a lawyer and should not evaluate illegality per se.
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SECTION II—THE INTERNAL CONTROL STRUCTURE

Section II-A

An Overview of SAS No. 55

Section II of this self-study module is concerned with assessing the internal control structure of a Credit
Union and the effects this assessment has on an audit.
At the end of this section you should:

•

Understand and be able to apply the guidance contained in SAS No. 55, Consideration of the
Internal Control Structure in a Financial Statement Audit.

•

Be familiar with some of the control policies and procedures that should be present in a credit
union, particularly over investment and lending activities.

•

Be familiar with the various forms and checklists available to document your understanding of the
internal control structure.

•

Be able to properly consider the effect that an outside service bureau can have on your audit.
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An Overview of SAS No. 55
SAS No. 55, Consideration of the Internal Control Structure in a Financial Statement Audit, contains most
of the guidance you will need to properly consider internal controls in your credit union audits. Before
discussing the guidance contained in this statement, you must first be familiar with the audit risk model.

Audit risk is the risk that an auditor will fail to modify his or her opinion on financial statements that are
materially misstated (for example, failing to issue a qualified opinion on financial statements containing a
material departure from GAAP). For this to happen, three things must occur:
•

The client generates a material error.

•

The client's control system fails to prevent or detect the error.

•

The auditor's procedures fail to detect the misstatement.

In trying to limit audit risk to acceptable levels, the auditor must assess three separate risks.

•

Inherent risk-The susceptibility of an assertion to a material misstatement, assuming there are no
related internal control structure policies or procedures. That is, what is the risk that the account
has a material error?

•

Control risk- The risk that a material misstatement that could occur in an assertion will not be
prevented or detected on a timely basis by the entity's internal control structure policies or
procedures. If a material error does exist, what is the risk that it will "slip past" the client's
control structure?

•

Detection risk—The risk that the auditor will not detect a material misstatement that exists in an
assertion. If a material error slips past the client, what is the risk that it will slip past the auditor
as well?

Note that all risks are assessed at the assertion level.1 Assertions are classified according to the following
broad categories: existence, completeness, rights and obligations, valuation, and presentation and
disclosure.
The requirements for considering the internal control structure focus on the assessment of control risk.

When considering the internal control structure an auditor will take one of two approaches:
•

A primarily substantive approach, which ordinarily results in a control risk assessment at or
slightly below maximum, or

1 For an additional discussion of the audit risk model, see SAS No. 47, Audit Risk and Materiality, or AU
§312. For a discussion of financial statement assertions, see SAS No. 31, Evidential Matter, or AU
§326.
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•

A lower control risk assessment.

Determining which approach to take is largely a cost-benefit decision. However, client and regulator
expectations should also be considered in deciding which approach is appropriate in a given situation.

SAS No. 55 requires that on every audit-even if you are taking a primarily substantive approach—you
must:
•

Obtain an understanding of each of the three elements of the internal control structure, the control
environment, the accounting system, and control procedure, sufficient to plan the audit, and

•

Assess control risk for assertions related to account balances and transaction classes.

The flowchart in Illustration No. 9-1, taken from the AICPA Audit Guide, Consideration of the Internal
Control Structure in a Financial Statement Audit, provides an overview of the requirements of SAS No.
55. Note on the left-hand side of the flowchart the distinction that has been made between adopting a
primarily substantive approach and a lower control risk assessment approach.
The other key item to note is that only by testing controls can you support a lower assessment of control
risk. Without tests of controls, control risk must be assessed at or slightly below maximum.

The Three Elements of the Internal Control Structure
On every audit, you are required to obtain an understanding of each of the three elements of the internal
control structure necessary to plan the audit. The three elements are:

•

Control environment

•

Accounting system

•

Control procedures

Your understanding about the internal control structure should include knowledge about the design of
relevant policies, procedures, and records, and whether they have been placed in operation by the client.
When considering the design of the internal control structure, you should consider the types of potential
misstatements and the risk that these misstatements may be material. Note that determining whether
policies and procedures have been placed in operation is very different from determining their operating
effectiveness. The determination of operating effectiveness is necessary only if you assess control risk
below the maximum.
The control environment includes the following:

•

Management's philosophy and operating style.

•

The entity's organizational structure.

•

The functioning of the board of directors and its committees, particularly the audit committee.
9/95

CREDIT UNION AUDIT MANUAL

•

Methods of assigning authority and responsibility.

•

Management's control methods for monitoring and following up on performance.

•

Internal auditing.

•

Personnel policies and practices.

•

Various external influences that affect an entity's operations and practices, such as examinations
by regulatory agencies.

The accounting system significantly affects the potential for material misstatements as well as the design
of substantive tests. A well-designed accounting system will provide reliable accounting data and prevent
misstatements that otherwise could occur. Your knowledge of the accounting system should be sufficient
to understand:

•

The classes of transactions in the credit union's operations that are significant to the financial
statements.

•

How those transactions are initiated.

•

The accounting records, supporting documents, computer media, and specific accounts in the
financial statements involved in the processing and reporting of transactions.

•

The accounting processing involved from the initiation of a transaction to its inclusion in the
financial statements, including how the computer is used to process data.

•

The financial reporting process used to prepare the entity's financial statements, including
significant accounting estimates and disclosures.

Control procedures are integrated in specific components of the control environment and accounting
system. As you obtain your understanding of the control environment and accounting system you are also
likely to obtain knowledge about some control procedures. Normally, no additional procedures will be
required for you to gain an understanding of the control procedures.
Reading Assignment

•

Read paragraphs 2.19 through 2.24 of the Guide.

•

Read Chapter 5, "Internal Controls," in the Manual.

•

Read paragraphs 2.01-2.11 of the AICPA Audit Guide, Consideration of the Internal Control
Structure in a Financial Statement Audit, found at the end of this Chapter.
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----------------------------------------------------------------------------------------------------------------Illustration No. 9-1

10,014

Internal Control Structure

FIGURE 1-2
Flowchart of the Auditor's Consideration of the Internal
Control Structure and Its Relation to Substantive Tests
for Significant Assertions Related to Each Significant
Account Balance and Class of Transaction
Chapter 2 (paragraphs 2.2 to 2.7)
Consider a preliminary audit strategy (tor signifi
cant assertions related to each significant
account balance and class of transaction) to
obtain an understanding sufficient to plan
the audit based on a planned assessed level of
control risk or planned level of substantive tests.

Audit Strategy: Obtain an understanding
relevant to an assertion sufficient to plan a
primarily substantive approach. (Evidence
about operating effectiveness acquired
while obtaining this understanding will nor
mally result in a control risk assessment at
or slightly below the maximum.)

Chapter 2 (paragraphs 2.12 to 2.61)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a primarily substantive
approach (considering their design and
whether they have been placed in operation).

Audit Strategy: Obtain an understanding
relevant to an assertion and perform tests of
controls to support a lower planned
assessed level of control risk.

Chapter 2 (paragraphs 2.62 to 2.84)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a lower assessed level of
control risk (considering their design and
whether they have been placed in operation).

Chapter 2 (paragraphs 2.96 to 2.100)
Document understanding.

Chapter 3 (paragraphs
3.35 to 3.43)

No

Chapter 3 (paragraphs 3.44 to 3.48)

procedures performed
to obtain the understanding
include tests of
controls?

Yes
Assess control
risk at the
maximum.

Document understanding.

Assess control risk (based
on evidence obtained about
operating effectiveness).

Plan and perform tests of controls to support
a lower planned assessed level of control risk.

Chapter 3 (paragraphs 3.49 to 3.65)
Assess control risk (based on evidence

obtained about operating effectiveness).

B

A

c

NOTE:

This flowchart presents only one conceptual way to
view the auditor’s consideration of the internal control structure,
and It does not imply a specific sequencing of steps in the perfor
mance of an audit. In addition, there may be other strategies that
the auditor may follow.

AAG-ICS 1.25

Copyright © 1990, American Institute of Certified Public Accountants, Inc.
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Illustration No. 9-1 (continued)

10,015

Overview of Statement on Auditing Standards No. 55

A

B

C

Chapter 4 (paragraphs 4.3 and 4.4)
If efficient,
is it likely that additional

No

evidential matter could be
obtained to support a further
reduction in the assessed
level of control
risk? ___

Yes
Perform additional tests of controls to obtain
additional evidential matter about operating
effectiveness.

Reassess control risk based on such
evidential matter.

Chapter 4 (paragraphs 4.5 and 4.6)

Does
the assessed level
of control risk support the
planned level of
substantive tests?

Yes

No
Revise planned level of substantive tests.

Chapter 4

(paragraphs 4.7 to 4.9)

Document control risk assessment
at the maximum or basis for
assessment below the maximum.

Chapter 4 (paragraphs 4.10 to 4.22)
Design substantive tests—
° Nature of substantive tests
° Timing of substantive tests
° Extent of substantive tests.

AICPA Audit and Accounting Guides
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Pretest Questions for Section II-A
1.

If an auditor chooses a primarily substantive audit approach, what audit procedures must be
performed with regard to the internal control structure?

2.

What are the three elements of the internal control structure?

3.

When gaining an understanding of an entity's control policies, the auditor must assess their
operating effectiveness on all audits. True or False?

4.

List some of the procedures unique to the credit union industry that, if in place and functioning
properly, strengthen the internal control structure.
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Pretest Answers to Section II-A
1.

If an auditor chooses a primarily substantive audit approach, what audit procedures must be
performed with regard to the internal control structure?

On every audit, including those where a primarily substantive audit approach is used, the auditor
must:

2.

3.

•

Obtain an understanding of each of the three elements of the internal control structure
sufficient to plan the audit, and

•

Assess control risk for assertions related to account balances and transaction classes.

What are the three elements of the internal control structure?
•

The control environment.

•

The accounting system.

•

Control policies and procedures.

When gaining an understanding of an entity's control policies, the auditor must assess their
operating effectiveness on all audits. True or False?
False. An auditor should assess the operating effectiveness of an entity's control policies only if
a lower control risk assessment is planned.

4.
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List some of the procedures unique to the credit union industry that, if in place and functioning
properly, strengthen the internal control structure.

•

The daily reconciliations of all loan, deposit, and related interest trial balances with the
general ledger.

•

The daily balancing of tellers' and vault cash.

•

The tellers' proof function.

•

The establishment of dual controls over certain assets and records, such as vault cash,
consigned items, dormant account information, and investment records.
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Section II-B

The Primarily Substantive Audit Approach

Determining whether to perform a primarily substantive audit is essentially a cost-benefit decision. If
control risk is assessed at or slightly below the maximum, then substantive testwork will need to be
extensive in order to reduce audit risk to an acceptable level. On the other hand, the nature, timing and
extent of substantive audit procedures can be changed if control risk is assessed below the maximum, such
as selecting fewer items for testing, performing tests as of an interim date rather than year end, and using
less reliable evidence. To support this assessment, requires the testing of control procedures. Thus, the
question comes down to which approach is the most cost-effective: no controls testing and expanded
substantive procedures, or some controls testing and a reduction in substantive procedures.

(Note: In some instances, the auditor will plan to assess control risk as low, but tests of controls turn up
errors that indicate control risk is actually moderate or high. At this point, the auditor will have to increase
the nature, timing and extent of the planned substantive procedures.)
Remember, even if you are taking a primarily substantive audit approach, you are still required to obtain
a sufficient understanding of the internal control structure to plan the audit. This understanding should be
used to:

•

Identify types of potential misstatements.

•

Consider factors that affect the risk of material misstatements.

•

Design substantive tests.

Even with a primarily substantive approach, you may wish to expand procedures used to gain an
understanding of those transactions or areas that have the greatest potential for material misstatement. In
most credit unions, those areas are loans and investments.
Also, certain audit assertions-most typically the completeness assertion-may not be auditable through a
purely substantive approach. For example, how do you know that all loans get recorded onto the system?
Any substantive test of this assertion, such as confirming balances with numbers, would not be as effective
as gaining an understanding of the controls the client has in place to ensure that all loans are recorded.

The requirements for documenting your understanding of the internal control structure are fairly flexible.
The form and extent of this documentation is influenced by:
•

The size of the credit union.

•

The complexity of the credit union.

•

The nature of its internal control structure.

Reading Assignment

•

Read paragraphs 5.50 and 5.51 and 6.25 through 6.40 of the Guide. These sections discuss
internal control considerations for loans and the allowance for loan losses.
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Read paragraphs 4.53 through 4.58 of the Guide, which discuss the internal control considerations
for investments.

•

Read the Internal Control Structure Questionnaire for Investments, Loans, and the Allowance for
Loan Losses, System C only in Chapter 5, "Internal Controls" of the Manual.

•

Read paragraphs 2.12-2.61 of the Audit Guide, Consideration of the Internal Control Structure
in a Financial Statement Audit, found at the end of this Chapter.
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Pretest Questions for Section II-B
1.

There should be a segregation of duties between employees who approve loans and those that
control the notes and collateral. True or False?

2.

Appropriate credit union personnel should periodically review collateral values and should monitor
the adequacy of insurance coverage for pledged collateral. True or False?

3.

List the five aspects of the internal control structure related to the allowance for loan losses, as
described in the Guide.

4.

List some of the characteristics of, and considerations involved in, lending by credit unions that
you should consider in obtaining a sufficient understanding of the internal control structure in the
lending area.

5.

When auditing a credit union, the auditor should consider current regulations.
regulatory areas are most important when auditing investments?

What two
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♦ -----------------------------------------------------------------------------------------------------------------Pretest Answers for Section II-B
1.

There should be a segregation of duties between employees who approve loans and those that
control the notes and collateral. True or False?

True. See paragraph 5.51 of the Guide.
2.

Appropriate credit union personnel should periodically review collateral values and should monitor
the adequacy of insurance coverage for pledged collateral. True or False?

True.

3.

4.
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List the five aspects of the internal control structure related to the allowance for loan losses, as
described in the Guide.

a.

Management's communication of the need for a proper allowance for loan losses.

b.

Accumulation of relevant, sufficient, and reliable data on which to base the allowance.

c.

Determination of the allowance by qualified personnel.

d.

Adequate review and approval of the allowance by appropriate levels of authority.

e.

Comparison of prior estimates of the allowance with subsequent results to assess the
reliability of the process used to develop the allowance.

List some of the characteristics of, and considerations involved in, lending by credit unions that
you should consider in obtaining a sufficient understanding of the internal control structure in the
lending area.

•

Credit strategy

•

Credit risk

•

Lending policies, procedures, and control environment

•

Loan origination and disbursement

•

Credit monitoring

•

Collection

•

Internal loan review
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5.

When auditing a credit union, the auditor should consider current regulations.
regulatory areas are most important when auditing investments?

•

The selection of securities dealers.

•

Unsuitable investment practices.

What two
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Assessing Control Risk Below the Maximum

Control risk is the risk that a material misstatement that could occur in an assertion will not be prevented
or detected on a timely basis by the entity's internal control structure policies or procedures. Assessing
control risk is the process of evaluating the design and operating effectiveness of an entity's internal control
structure policies and procedures in preventing or detecting material misstatements. That is, to make sure
the internal control structure policies and procedures are working. Control risk is evaluated at the assertion
level.

Assessing control risk at below maximum involves:
•

Identifying specific internal control structure policies and procedures relevant to specific assertions
that are likely to prevent or detect material misstatements in those assertions.

•

Performing tests of controls to evaluate the effectiveness of such policies and procedures.

Keep in mind that some control structure policies and procedures may have a pervasive effect on many
assertions or, conversely, a specific effect on only one assertion. The more indirect the relationship, the
less effective a policy or procedure may be in reducing control risk.

Tests of controls should be designed to evaluate the effectiveness of both the design and the operation of
internal control structure policies and procedures.
Tests of controls directed toward the effectiveness of design of an internal control structure policy or
procedure are concerned with whether that policy or procedure is suitably designed to prevent or detect
material misstatements. These tests normally include inquires and observations, and inspections of
documents. For example, reviewing or observing a well defined lending approval system that includes
established credit limits, specified limits on loan maturities, and policies on interest rate charges.
Tests of controls directed toward the effectiveness of the operation of an internal control structure policy
or procedure are concerned with:

•

How the policy or procedure was applied.

•

The consistency with which it was applied during the audit period.

•

By whom was it applied.

An example of such a test would be inspecting loan documents to test whether loans are being approved
by authorized officers or committees in accordance with lending policies.

In order to assess control risk at below maximum, you need to obtain sufficient evidential matter to support
the risk assessment. The amount of assurance provided by evidential matter depends on:

•

The type of evidential matter.

•

Its source.
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•

Its timeliness.

•

The existence of other evidential matter related to the conclusion to which it leads.

The Nature, Timing and Extent of Tests of Controls

The nature of the tests of controls will depend on the nature of the particular policies and procedures and
the type of evidential matter that is available. For example, some control policies and procedures may have
documentary evidence (a bank reconciliation), in which case, you may choose to examine the documents.
Other controls (such as segregation of duties) may not be documented. In these situations you may choose
to observe the control in operation.
Some tests of controls are more effective than others and provide more assurance about effectiveness of
the design and operation of internal control structure policies or procedures. Evidence obtained directly
by the auditor provides more assurance than evidence obtained indirectly or by inference, such as through
inquiry.

More extensive tests of controls usually provide increased evidential matter about the consistency of
application of a control structure policy or procedure and therefore may support a lower control risk
assessment than that which would be supported by less extensive tests. For those tests of controls that
involve testing a sample of items, Chapter 5, "Internal Controls" of the Manual provides guidance on
determining sample sizes.

The timeliness of evidential matter concerns when it was obtained and the portion of the audit period to
which it applies. Keep in mind that the evidence obtained by some tests of controls, such as observation,
pertains only to the point in time at which the auditing procedure was applied. Consequently, such
evidential matter may be insufficient to evaluate the policy or procedure for the periods not subjected to
the tests. In these situations you may decide to supplement the tests with other tests that are capable of
providing evidential matter about the entire audit period. It's important that the auditor design tests to
determine if controls have been working for the entire audit period, and not just when the tests were
performed.

Reading Assignment
•

Read paragraphs 5.51, 6.40, 6.41, and 4.58 of the Guide.

•

Read the narrative for the Tests of Controls Programs (section 5.400) in Chapter 5, "Internal
Controls," of the Manual.

•

Read the Tests of Control Programs for loans and investments in Chapter 5, "Internal Controls,"
of the Manual.

•

Read paragraphs 2.62-2.100 and Exhibits A, B, C, and D of the AICPA Audit Guide,
Consideration of the Internal Control Structure in a Financial Statement Audit, found at the end
of this Chapter.
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Pretest Questions for Section II-C

1.

Tests of controls should be designed to evaluate the effectiveness of internal control policies and
procedures. What two areas of effectiveness should be evaluated?

2.

The more direct the relationship between a control policy or procedure and the financial statement
assertion, the less effective it may be in reducing control risk. True or False?

3.

If a control policy or procedure is not documented, the auditor has no way to test its effectiveness.
True or False?

4.

When testing controls, the auditor should obtain evidence for the entire audit period. True or
False?

5.

In order to reduce the number of loan confirmations sent out, you decide on a preliminary strategy
to assess control risk at low for the existence assertion. For your control testwork you use the
table in Chapter 5, "Internal Controls," of the Manual to determine your sample size of 30. While
performing your tests of controls you discover a deviation. What options are available to you?
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Pretest Answers for Section II-C
1.

2.

Tests of controls should be designed to evaluate the effectiveness of internal control policies and
procedures. What two areas of effectiveness should be evaluated?
•

Effectiveness of the design of the policies or procedures

•

Effectiveness of the operation of the policies or procedures

The more direct the relationship between a control policy or procedure and the financial statement
assertion, the less effective it may be in reducing control risk. True or False?
False. The more direct the relationship, the more effective it may be in reducing control risk.

3.

If a control policy or procedure is not documented, the auditor has no way to test its effectiveness.
True or False?

False. If a control policy or procedure is not documented, the auditor may obtain evidence about
its effectiveness through inquiry or observation.
4.

When testing controls, the auditor should obtain evidence for the entire audit period. True or
False?
True.

5.

In order to reduce the number of loan confirmations sent out, you decide on a preliminary strategy
to assess control risk at low for the existence assertion. For your control testwork you use the
table in Chapter 5, "Internal Controls," of the Manual to determine your sample size of 30. While
performing your tests of controls you discover a deviation. What options are available to you?

•

You should increase your sample size, or

•

Increase your assessed level of control risk from low to moderate and increase the nature,
timing or extent of substantive tests.
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Section II-D

Service Organizations

Frequently, credit unions use a third-party service organization to process transactions or generate
information that is significant to the financial statements. For example, they may use an outside party to
process payroll or to amortize and service the loan portfolio. Guidance for auditors whose clients use these
service organizations is contained in SAS No. 70, Reports on the Processing of Transactions by Service
Organizations. The following is a brief discussion of that Statement.

When gaining an understanding of your client's internal control structure, you need to understand the
relative significance of the service organization's policies and procedures and the service organization's
degree of interaction with your client. The most important factors to consider in assessing this significance
are:

•

The nature and materiality of the transactions processed by the service organization.

•

Which entity, the credit union or the service organization, retains responsibility for authorizing
transactions and maintains the related accountability.

Consider the following:
1.

Situation#! The credit union uses an outside service bureau to process the payroll. Weekly,
they send the bureau summaries of hours and rates and any updates to withholding information.

2.

Situation#2 The credit union uses an outside service bureau to service the loan portfolio. When
a loan is originated, all pertinent information is given to the bureau, and from that point on, the
bureau calculates interest income, remaining principle balance, impounds, etc.

In situation #1, the credit union retains responsibility for authorizing individual transactions and probably
maintains independent records of these transactions. In situation #2, the responsibility and accountability
have shifted to the service organization. For example, the service bureau would be responsible for
changing rates and payment schedules for variable rate loans. In situation #1, the credit union maintains
responsibility for authorizing any pay increases. In situation #2, the internal control structure policy and
procedures of the service organization are much more significant to the internal control structure of the
credit union than in situation #1.

When determining the significance of the service organization's policies and procedures on the credit
union, consider the following when planning the audit:
•

The significance of the financial statement assertions that are affected by the policies and
procedures of the service organization.

•

The inherent risk associated with the assertions affected by the policies and procedures of the
service organization.

•

The nature of the services provided by the service organization and whether they are highly
standardized and used extensively by many user organizations or unique and used only by a few.
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•

The extent to which the credit union's internal control structure policies and procedures interact
with the policies and procedures of the service organization.

•

The credit union's internal control structure policies and procedures that are applied to the
transactions affected by the service organization's activities.

•

The terms of the contract between the credit union and the service organization (for example their
responsibilities and the extent of the service organization's discretion to initiate transactions).

•

The service organization's capabilities, including its:

• • Record of performance.

• • Insurance coverage.
• • Financial stability.
•

Your client's prior experience with the service organization.

•

The extent of auditable data retained by the credit union.

•

The existence of specific regulatory requirements that may dictate the application of audit
procedures beyond those required to comply with GAAS.

You should also consider the following information about the service organization policies and procedures:
•

User manuals, system overviews and technical manuals.

•

Other reports on the service organization such as reports by service (the auditor who reports on
the processing of transactions by a service organization) or internal auditors.

After considering the above factors and evaluating the available information, you may decide that you have
the means to obtain a sufficient understanding of the internal control structure to plan the audit. For
example, consider the situation where an outside entity calculates the payroll. In these situations, the
service bureau is only processing the transactions that have already been authorized by your client.
Chances are that the credit union maintains accountability and probably performs certain control procedures
to ensure that the information returned to them is accurate. As a result, you probably have enough
information available to you through your client to properly plan the audit.

If sufficient information is not available you may consider contacting the service organization (through the
client) to obtain specific information or to request that a service auditor be engaged to perform procedures
that will supply the necessary information. You might also consider visiting the service organization to
perform the necessary procedures. If you are unable to obtain sufficient audit evidence, you should qualify
or disclaim an opinion on the financial statements due to a scope limitation.
After obtaining an understanding of the internal control structure, you may identify certain control
procedures that, if effective, would permit you to assess control risk at below maximum for certain
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assertions. These internal control policies and procedures may be applied either at the credit union or at
the service organization.
Service Auditor Reports
There are two types of service auditor reports that may be relevant to understanding a service
organization's internal control structure and may provide evidence about the effectiveness of control
procedures. These reports are:

•

Report on Policies and Procedures Placed in Operation

•

Report on Policies and Procedures Placed in Operation and Tests of Operating Effectiveness

Report on Policies and Procedures Placed in Operation. A service auditor may issue a report on a service
organization's description of its control structure policies and procedures that may be relevant to your
client's internal control structure, on whether such policies and procedures were suitably designed to
achieve specified control objectives, and on whether they had been placed in operation as of a specific date.
While this type of report may be helpful in providing an understanding of the service organization
necessary to plan an audit, it is not intended to provide evidence that will allow you to reduce control risk
below maximum. In these situations, it is possible to lower your control risk assessment if the client has
established effective user controls over the service organization's activities.

Report on Policies and Procedures Placed in Operation and Tests of Operating Effectiveness. You may
find that relevant internal control structure policies and procedures are applied only at the service
organization. Short of testing these controls yourself, you might obtain this second type of report from the
service auditor, if such a report is available. This type of report includes all the information discussed in
the previous type of report, and in addition, a discussion as to whether the policies and procedures that
were tested were operating with sufficient effectiveness to provide reasonable, but not absolute, assurance
that the related control objectives were achieved during the period specified.
Unlike the first type of report, a Report on Policies and Procedures Placed in Operation and Tests of
Operating Effectiveness may contain evidence that allows you to reduce control risk below maximum. In
order to do this, you should determine the following:

•

Whether the specific tests of controls and results are relevant to assertions that are significant in
the client's financial statements.

•

Whether the nature, timing and extent of tests of controls and results provide appropriate evidence
about the effectiveness of the policy and procedure.

•

Whether the period covered by the test is, in your judgment, sufficient.

•

Whether the length of time since the performance of the test is sufficiently short enough to still
rely on the results, in your judgment.

Service auditors may also be engaged to perform agreed upon procedures that are substantive in nature.
Agreed upon procedures may also be appropriate in those circumstances where the service auditor’s report
is not sufficient to meet your objectives.
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Reading Assignment
Read paragraphs 12.01 through 12.08 of the Guide.
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Pretest Questions for Section II-D

1.

What are the two most important factors to evaluate when determining how significant a service
bureau is to the operations of a credit union?

2.

If the information about the service bureau is insufficient for you to plan the audit, this may lead
to a qualification or disclaimer of opinion on the financial statements. True or False?

3.

What are the two types of service auditor reports?

4.

Which type of service auditor report may contain evidence that allows you to reduce control risk
below maximum?
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------------------------------------------------------------------------------------------------------------------------------------Pretest Answers for Section II-D
1.

2.

What are the two most important factors to evaluate when determining how significant a service
bureau is to the operations of a credit union?

•

The nature and materiality of the transactions processed by the service organization

•

Which entity, the credit union or the service organization, retains responsibility for
authorizing transactions and maintains the related accountability.

If the information about the service bureau is insufficient for you to plan the audit, this may lead
to a qualification or disclaimer of opinion on the financial statements. True or False?

True. However, before you qualify or disclaim an opinion, you should consider contacting the
service organization (through the client) to obtain specific information or to request that a service
auditor be engaged to perform procedures that will supply the necessary information. You might
also consider visiting the service organization to perform the necessary procedures.

3.

4.

What are the two types of service auditor reports?

•

Report on Policies and Procedures Placed in Operation

•

Report on Policies and Procedures Placed in Operation and Tests of Operating
Effectiveness

Which type of service auditor report may contain evidence that allows you to reduce control risk
below maximum?
•

Report on Policies and Procedures Placed in Operation and Tests of Operating
Effectiveness.
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-----------------------------------------------------------------------------------------------------------------SECTION III—THE CONFIRMATION PROCESS

Section III of this self-study module is concerned with the confirmation process in a credit union audit
specifically, the process of selecting and designing the confirmation, communicating the confirmation
request to the third-party, obtaining the confirmation response and finally evaluating that response.
At the end of this section you should:

•

Understand the relationship between the confirmation process and evidence about specific audit
risk assessments.

•

Be aware of the need to maintain professional skepticism throughout the confirmation process.

•

Be familiar with properly designed confirmation requests.

•

Be familiar with applying alternative procedures and evaluating the evidence obtained from
confirmations and alternative procedures.

9/95

9-42

CREDIT UNION AUDIT MANUAL

----------------------------------------------------------------------------------------------------------------Confirmations and the Assessment of Audit Risk

When performing confirmation procedures for the audit of a credit union, keep in mind that the regulatory
requirements for confirmations may be different than GAAS. This section will focus on the confirmation
requirements for an audit in accordance with GAAS.

Guidance on confirmations in contained in SAS No. 67, The Confirmation Process. The basic premise
of this statement is that confirmations are a limited form of audit evidence that do not test all financial
statement assertions equally well. The Statement provides guidance on recognizing those limitations and
mitigating their impact at all phases of the confirmation process.
Confirmations are sent out to obtain evidence from third parties about financial statement assertions. This
type of information is considered to provide a high level of audit evidence, or to quote SAS No. 31,
Evidential Matter, "When evidential matter can be obtained from independent sources outside an entity,
it provides greater assurance of reliability... than that secured solely within the entity." One of the first
issues to be addressed in the confirmation process is whether this type of high level assurance is necessary.

If the combined level of inherent and control risk is low, you may need less assurance from substantive
tests. For example, additions to fixed assets (not including capitalized interest) is often a low risk area due
to the relative simplicity of the transaction and the lack of judgment or estimates involved in the
accounting. As a result, confirming fixed asset purchases with outside parties is usually not considered
necessary.
However, if the combined level of risk is high, a more reliable substantive test-for example,
confirmations- would probably be appropriate. Loans, for example, is a high risk area and as a result, they
are typically confirmed.

Sometimes a company will enter into unusual or complex transactions where inherent and control risks are
high. In these situations, you consider confirming the terms of the transactions with other parties in
addition to examining the supporting documentation. For example, if your client entered into a sale
leaseback arrangement for its headquarters, you might consider confirming significant terms with the
buyer/lessor.
When considering the use of confirmations, keep in mind that confirmations do not address all assertions
equally well. Loan confirmations provide a great deal of evidence about the existence of loans, little
evidence about valuation and no evidence at all about completeness. When you conclude that evidence
provided by confirmations alone is not sufficient, additional procedures should be performed.

Ultimately you assess whether all the evidence gathered reduces audit risk to an acceptably low level. In
making that assessment, you may consider the evidence provided from confirmations as it relates to specific
audit assertions. Since a loan confirmation provides little evidence about loan valuation, you would have
to perform additional tests of this assertion.

Typically, a loan confirmation would not be a very effective test of ensuring that all loans that should be
included in the financial statements are included (completeness). However, in certain instances,
confirmations can be properly designed to provide evidence about completeness. The effectiveness of this
type of confirmation depends, in part, on the appropriateness of the population used for testing. For
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example, if confirmations were used to test the completeness of accounts payable, an appropriate
population might be a list of vendors rather than the amounts recorded in the accounts payable subsidiary
ledger.
The Confirmation Process

The confirmation process includes the following steps:

•

Selecting items for which confirmations are to be requested.

•

Designing the confirmation request.

•

Communicating the confirmation request to the appropriate third party.

•

Obtaining the response from the third party.

•

Evaluating the information, or lack thereof, provided by the third party about the audit objectives,
including the reliability of that information.

It is important to maintain professional skepticism when designing the confirmation request, performing
the confirmation procedures, and evaluating the results of the confirmation procedures.
When designing the confirmation request, consider:

•

The specific audit objectives.

•

The assertions being addressed.

•

Any other factors likely to affect the reliability of the confirmation.

There are generally two types of positive confirmation forms : 1) those that provide the respondent with
information and ask whether her or she agrees with that information, and 2) blank forms that request the
respondent to fill in balances or provide other information.

You should consider the risk that positive confirmations may not be properly handled by the third party,
for example, that a respondent would sign the form without verifying the information. If this risk seems
high, consider sending out a blank confirmation form that requires the third party to fill in the desired
information. Keep in mind that the use of the blank form may result in lower response rates.
Negative confirmations ask the recipient to respond only if he or she disagrees with the information stated
on the request. These types of confirmations usually provide evidence with respect to certain aspects of
the existence assertion. They should be used only when:

1.

The combined level of inherent and control risk is low.

2.

A large number of small balances is involved.
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3.

The auditor has no reason to believe that the recipients are unlikely to give them consideration.

When using negative confirmations, you should consider the need to perform other procedures to
supplement the evidence provided by them. Remember that unreturned negative confirmations do not
provide explicit evidence that the third parties actually received the confirmation, or if they did, that they
verified that the information contained on them is correct.
When confirming loans and members' share and savings accounts, an auditor may use either negative or
positive confirmations. However, as noted in paragraph 5.65 of the Guide, when using negative
confirmations for loan balances, "the auditor should consider performing other substantive procedures to
supplement the use of negative confirmations. Positive confirmation procedures should be used for larger
loans and for loans that require additional assurance or other related information in addition to the loan
balance, such as amount and type of collateral."
When designing the confirmation, you should also consider the following.

•

Prior experience. In determining the effectiveness and efficiency of using confirmations, consider
information from prior year's audits or audits of similar companies. This information includes
historical response rates, knowledge of misstatements identified during prior year's audits, and
any knowledge of inaccurate information on returned confirmations.

•

Nature of information being confirmed. Consider the types of information the respondent will be
able to confirm when designing the confirmation request. For example, certain respondents will
be able to confirm only the terms of the loan and not necessarily the loan balance. It is important
to have an understanding of the client's arrangements and transactions in order to determine the
proper information to include on the confirmation request.
When confirming the terms of agreements, consider the risk that there may be significant oral
modifications. If this risk is moderate or high, you should confirm these modifications or confirm
whether any oral modifications exist.

•

Respondent. The confirmation should be directed to a person that is knowledgeable about the
information being confirmed. If information about the respondent's competence, knowledge,
motivation, ability or willingness to respond, or about the respondent's objectivity and freedom
from bias with respect to the client comes to your attention, you should consider this when
designing the confirmation request and evaluating the results of confirmation procedures.

You should also consider the reliability of the source of the confirmation population. For example, if you
are using a loan trial balance to select items for confirmation, you should do some testwork on that trial
balance to make sure it is complete and reasonably accurate before you make your confirmation selections.
Performing the Procedures
In performing confirmation procedures, it's important to maintain control over the entire confirmation
process and to exercise professional skepticism. Maintaining control means that you have established direct
communication with the recipient. You must minimize the possibility of bias due to interception and
alteration of the response. Certain instances may require additional evidence to support the validity of the
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confirmation. Faxed confirmation responses involve risks because of the difficulty in determining the
source of the response. In these situations, you should consider verifying the source and contents of the
faxed response by telephoning the supposed sender. In addition, he or she should request the sender to
return the original directly to them. Any oral confirmations should be documented in the workpapers.
You should follow up unreturned positive confirmation requests with a second and, sometimes, third
request (with "second" or "third request" clearly labeled on the confirmation).

When replies are not received from positive confirmation requests, alternative procedures generally should
be performed. An exception to this general requirement occurs when the following two criteria are met:
1.

There are no unusual qualitative factors or systematic characteristics of the nonresponses--for
example they all pertain to year-end transactions, and

2.

The nonresponses, when projected as 100 percent misstatements and added to all other unadjusted
differences, would not be material.

Evaluating the Results of Confirmation Procedures
In evaluating whether sufficient evidence has been obtained from confirmations and alternative procedures,
consider:

•

The reliability of the confirmations and alternative procedures.

•

Both the quantitative and qualitative nature of any exceptions.

•

The evidence provided by other audit procedures.

•

Whether additional evidence is needed.

Confirmation of Loans
Confirmation of loans (and accounts receivable) is a generally accepted auditing procedure, which is
presumed to have been performed by the auditor. If loans are not confirmed, you should document how
you overcame this presumption. As a practical matter, it should be rare that loans are not confirmed in
a credit union however instances where loans would not be confirmed include:

•

Loans are immaterial.

•

The use of confirmations would be ineffective.

•

The risk of misstatement in loans is assessed as low. This assessment would be based on: 1) a
low assessment of inherent and control risk, 2) the performance of analytical procedures, and 3)
the performance of other substantive tests.
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----------------------------------------------------------------------------------------------------------------Reading Assignment
•

Read paragraphs 5.63 through 5.65 and 8.12 through 8.17 of the Guide. These paragraphs
provide guidance on using confirmations for the audit of loans and members' share and savings
accounts.

•

Read the Table of Contents to the section Working Papers and Correspondence in Appendix 6A
in Chapter 6 of the Manual.
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Pretest Questions for Section III
1.

Confirmations generally test all assertions equally well. True or False?

2.

Confirmations are most appropriate when the combined level of inherent and control risk is low.
True or False?

3.

In what situations are negative confirmations appropriate?

4.

When you receive a faxed response to a confirmation request, you should consider verifying the
source and contents of the response by telephoning the supposed sender. True or False?
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----------------------------------------------------------------------------------------------------------------Pretest Answers for Section III
1.

Confirmations generally test all assertions equally well. True or False?

False. Confirmations do not test all assertions equally well, and this is an important point to
consider when designing your substantive procedures.
2.

Confirmations are most appropriate when the combined level of inherent and control risk is low.
True or False?

False. Confirmations are more appropriate when the combined level of inherent and control risk
is high. In those situations, a high level substantive test, such as confirmations, is needed.

3.

In what situations are negative confirmations appropriate?
Negative confirmations should only be used when

4.

•

The combined level of inherent and control risk is low.

•

A large number of small balances is involved.

•

The auditor has no reason to believe that the recipients are unlikely to give them
consideration.

When you receive a faxed response to a confirmation request, you should consider verifying the
source and contents of the response by telephoning the supposed sender. True or False?
True
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Self-Study Examination

1.

2.

3.
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Which of the following statements is false?

A.

A primarily substantive approach ordinarily results in a control risk assessment of moderate
or low

B.

On every audit, you need to obtain an understanding of each of the elements of the internal
control structure sufficient to plan the audit.

C.

On every audit, you need to assess control risk for assertions related to account balances
and transaction classes.

D.

All of the above statements are false.

Which of the following is not one of the three elements of the internal control structure, as defined
by SAS No. 55?
A.

The accounting system.

B.

Control procedures.

C.

The outside service bureau.

D.

The control environment.

Which of the following procedures, unique to the credit union industry, would strengthen the
internal control structure if it were in place and functioning properly.

A.

The daily balancing of tellers' and vault cash.

B.

Dual controls over certain assets and records.

C.

The daily reconciliation of all loan trial balances with the general ledger.

D.

All of the above.
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Self Study Examination (Continued)

4.

Which of the following is not an internal control structure procedure or policy that is essential for
a credit union.

A.

Appropriate personnel monitor the existence and adequacy of insurance coverage to
safeguard pledged collateral.

B.

A proper segregation between those that approve loans and those that ensure the timely
receipt of required loan documents.
Comparisons of prior estimates of the allowance for loan losses with subsequent results.

C.

D.

5.

6.

7.

Pertinent loan information entered into the system is independently tested to ensure
accuracy.

Which of the following statements regarding a credit union's internal loan review is false?

A.

The lack of an internal loan review and classification system may be considered to be an
unsafe and unsound practice by regulators.

B.

The absence of an internal loan review may constitute a reportable condition.

C.

The loan review procedures should be the same for all loan types.

D.

The internal loan review may identify weaknesses
originating, supervising, and collecting loans.

in the lending officers' skills in

Which of the following is not required if the auditor plans a primarily substantive audit?
A.

Gaining an understanding of the control environment.

B.

Assessing the operating effectiveness of control policies.

C.

Gaining an understanding of the classes of transactions that are significant to the financial
statements.

D.

All of the above are required in a primarily substantive audit.

Which of the following factors influence the form and extent of the documentation of an auditor's
understanding of the internal control structure?

A.

The nature of the internal control structure.

B.

The complexity of the credit union.

C.

The size of the credit union.

D.

All of the above.
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Self Study Examination (Continued)

8.

9.

10.
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Which of the following tests of controls would not provide evidence about the operating
effectiveness on an internal control structure policy or procedure?
A.

A test of whether the policy or procedure would detect or prevent material misstatement.

B.

A test of the consistency with which the policy or procedure was applied.

C.

A test to determine who applied the policy or procedure.

D.

A test to determine how the policy or procedure was applied.

Which of the following tests of controls is least likely to involve a review of documents?

A.

Testing the daily activity-balancing process.

B.

Checking the arithmetical accuracy of reports detailing loans to one borrower.

C.

Testing whether investment transactions follow the credit union's investment policy.

D.

Determining that a proper segregation of duties exists.

Which of the following should be considered by the credit union's auditor when determining the
significance of a service organization's policies and procedures on the credit union's internal
control structure?
A.

Whether the service organization is independent of the credit union.

B.

What type, if any, service organization report is issued by the service auditors.

C.

The credit union's internal control structure policies and procedures that are applied to the
transactions affected by the service organization.

D.

Whether the service organization provides user manuals, systems overviews and technical
manuals.
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11.

12.

13.

Which of the following service organization reports may provide evidence that allows an auditor
to reduce control risk below maximum?
A.

Report on Policies and Procedures Placed in Operation.

B.

Report on Policies and Procedures Placed in Operation and Tests of Operating
Effectiveness.

C.

Both of the above.

D.

Independent Auditor's Unqualified Report on the Serv
ice Organization's Financial
Statements.

A loan confirmation provides the strongest evidence about which of the following assertion?
A.

Existence.

B.

Ownership.

C.

Completeness.

D.

Valuation.

Determining whether to send out confirmations depends, in part, on an auditor's inherent and
control risk assessments. For which of the following situations would confirmations be least
appropriate?
Inherent Risk
Assessment

Control Risk
Assessment

A.

High

High

B.

High

Low

C.

Low

High

D.

Low

Low
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14.

15.

16.
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Which of the following is not one of the conditions that must be met in order to use negative
confirmations?

A.

The combined level of inherent and control risk is low.

B.

A large number of small balances is involved.

C.

High assurance analytical and other substantive procedures supplement the evidence
provided by the negative confirmations.

D.

The auditor has no reason to believe that the recipients of the negative confirmations are
unlikely to give them consideration.

Which of the following statements is true?

A.

Faxed confirmation responses are no riskier than responses received directly by the
auditor through the mail.

B.

Oral confirmations should not be documented in the workpapers.

C.

In evaluating the results of confirmation procedures, the auditor should consider the
qualitative nature of any exceptions.

D.

All of the above are true.

Which of the following statements about the organization of credit unions is true?

A.

Credit unions are taxed at the federal level under certain sections of the Internal Revenue
Code.

B.

Credit unions are a cooperative business formed for the exclusive benefit of their
members.

C.

Credit union shareholders have voting rights in proportion to the number of shares held.

D.

All employees of a credit union are volunteers.

9-53

9-54

CREDIT UNION AUDIT MANUAL

----------------------------------------------------------------------------------------------------------------Self Study Examination (Continued)

17.

18.

19.

20.

Which of the following best describes interest rate risk?

A.

The risk that borrowers may not repay variable rate loans because rising interest rates
have increased the monthly payments.

B.

The risk that a credit union will not have funds available to repay all liabilities on a timely
basis.

C.

The risk that rising interest rates will curtail the demand for loans and stagnate the
economy.

D.

The risk that changes in interest rates will negatively affect earnings.

Which of the following third parties is not a typical user of credit union financial statements?

A.

Credit union service organizations.

B.

Bonding insurance providers.

C.

Corporate central.

D.

Trade associations.

Which of the following is one of the categories included in the CAMEL system?
A.

Capital Adequacy.

B.

Asset size.

C.

Marketing strategies.

D.

Lending policies.

Which of the following statements about a credit union's capital structure is false?
A.

The statutory reserve account and the allowance for loan loss account are the two
components of the reserve account.

B.

Statutory reserves are comprised of an apportionment of earnings.

C.

A substantial portion of a credit union's capital is created through the issuance of common
or preferred stock.

D.

The reserve account may not be used without expenses or specific approval from the
regulators.
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Chapter 2
Understanding the Internal Control
Structure
2.01 This chapter discusses—
•
The auditor’s preliminary audit strategy.
•
The nature of the auditor’s understanding: design and placed in
operation.
•
The understanding of the internal control structure sufficient to
plan a primarily substantive approach.
•
The understanding of the internal control structure sufficient to
plan a lower control risk assessment.
•
The nature and extent of procedures performed to obtain the under
standing.
•
Documentation of the understanding.
The flowchart introduced in chapter 1 and presented in figure 2-1 begins with
the preliminary audit strategy. This strategy involves the consideration of
audit risk for assertions at the account balance and transaction class level.
Although it is not illustrated in the flowchart, the auditor also has a responsi
bility to assess the risk of material misstatement at the financial statement
level in accordance with SAS No. 53, The Auditor’s Responsibility to Detect
and Report Errors and Irregularities (AICPA, Professional Standards, vol. 1,
AU sec. 316). The consideration of risk at the financial statement level
involves, among other matters, understanding the entity’s business and consid
ering the factors that affect the risk of material misstatements in the financial
statements. It culminates with an overall audit plan including judgments
about engagement staffing, extent of supervision, overall strategy for the
expected conduct and scope of the audit (e.g., the number of locations to be
visited), and the degree of professional skepticism applied. This overall audit
plan might affect the auditor’s selection of a preliminary audit strategy at the
account balance and transaction class level. For further guidance on the
consideration of the risk of material misstatement at the financial statement
level, see paragraphs A.16 through A.28 in appendix A.
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FIGURE 2-1

Flowchart of the Auditor’s Consideration of the Internal
Control Structure and Its Relation to Substantive Tests
for Significant Assertions Related to Each Significant
Account Balance and Class of Transaction
Chapter 2 (paragraphs 2.2 to 2.7)
Consider a preliminary audit strategy (for signifi
can
t assertions related to each significant
account balance and class of transaction) to
obtain an understanding sufficient to plan
the audit based on a planned assessed level of
control risk or planned level of substantive tests.

Audit Strategy: Obtain an understanding
relevant to an assertion sufficient to plan a
primarily substantive approach. (Evidence
about operating effectiveness acquired
white obtaining this understanding will nor
mally result in a control risk assessment at
or slightly below the maximum.)

Chapter 2 (paragraphs 2.12 to 2.61)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a primarily substantive
approach (considering their design and
whether they have been placed in operation)

Audit Strategy: Obtain an understanding
relevant to an assertion and perform tests of

controls to support a lower planned
assessed level of control risk.

Chapter 2 (paragraphs 2.62 to 2.84)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a lower assessed level of
control risk (considering their design and
whether they have been placed in operation).

Chapter 2 (paragraphs 2.96 to 2.100)
Document understanding.

Chapter 3 (paragraphs
3.35 to 3.43)

Document understanding.

Chapter 3 (paragraphs 3.44 to 3.48)

Do
procedures performed

No

to obtain the understanding
include tests of
controls?

Yes
Assess control
risk at the
maximum.

AAG-ICS2.01

Assess control risk (based
on evidence obtained about
operating effectiveness).

Plan and perform tests of controls to support
a lower planned assessed level of control risk.

Chapter 3 (paragraphs 3.49 to 3.65)
Assess control risk (based on evidence
obtained about operating effectiveness).
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Preliminary Audit Strategy
2.02 Figure 2-1 presents the flowchart that was introduced in chapter 1
and highlights the sections relating to the auditor’s preliminary audit strat
egy. The auditor’s ultimate objective in planning and performing a financial
statement audit is to reduce audit risk to an appropriately low level to express
an opinion on whether such financial statements present fairly, in all material
respects, the financial position, results of operations, and cash flows in con
formity with generally accepted accounting principles.3 The guidance pro
vided in this audit guide applies to audits of financial statements prepared
either in conformity with generally accepted accounting principles or in
accordance with a comprehensive basis of accounting other than generally
accepted accounting principles. Because of the interrelationships between
inherent risk, control risk, and detection risk, the auditor often will be able to
choose between several possible audit approaches to audit an assertion appli
cable to a significant account balance or transaction class. When considering a
preliminary audit strategy for some or all assertions, the auditor considers
knowledge of the entity’s business, the industry in which it operates, the
nature and materiality of different account balances, prior experience with the
industry, and other factors. The auditor then uses professional judgment in
selecting the audit approach that will reduce audit risk to an appropriately
low level.
2.03 The preliminary audit strategy is not a detailed design of audit
procedures. Rather, it represents preliminary judgments about an audit
approach that are updated as necessary during the conduct of the audit as the
auditor confirms initial judgments or obtains evidence to the contrary. A
preliminary audit strategy may reflect—
•
The planned assessed level of control risk.
•
The extent of the understanding of the internal control structure.
•
Tests of controls that may be performed (including procedures to
obtain the understanding).
•
The planned level of substantive tests to be performed to reduce
audit risk to an appropriately low level, considering the planned
assessed level of control risk.
2.04 For example, developing a preliminary audit strategy involves
considering whether computer-produced records, such as an accounts receiva
ble aged trial balance, will be used as evidential matter to support an
assertion. The auditor may test the computer-produced information by
either—
•
Testing the report substantively; or
•
Understanding the computer control procedures that are intended to
ensure the completeness and accuracy of such reports and perform
ing tests of controls to assess the effective design and operation of
such control procedures.
2.05 The auditor should obtain a sufficient understanding of each of the
three elements of the entity’s internal control structure to plan the audit of the
entity’s financial statements. An understanding of internal control structure
policies and procedures is necessary, regardless of the auditor’s preliminary
3 The guidance provided in this audit guide applies to audits of financial statements prepared
either in conformity with generally accepted accounting principles or in accordance with a
comprehensive basis of accounting other than generally accepted accounting principles.
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audit strategy for an assertion. In planning the audit, such knowledge should
be used to—
•

Identify types of potential misstatements.

•

Consider factors that affect the risk of material misstatements.

•

Design substantive tests.

2.06 In making a judgment about the nature and extent of the under
standing needed to plan the audit, the auditor considers the following:

•

Knowledge from previous audits

•

The understanding of the industry in which the entity operates

•

Assessments of inherent risk

•

Judgments about materiality

•

The complexity and sophistication of the entity’s operations and
systems (including whether the method of controlling data process
ing is based on manual procedures independent of the computer or is
highly dependent on computerized control procedures)

As an entity’s operations and systems become more complex and sophisticated,
it may be necessary to devote more attention to internal control structure
elements to obtain the understanding of them that is necessary to design
effective substantive tests. Discussing each of the internal control structure
elements separately facilitates discussion of their nature and how the auditor
considers these elements in obtaining the necessary understanding. The audi
tor’s primary consideration, however, is whether an internal control structure
policy or procedure affects financial statement assertions rather than its
classification into any particular category.

2.07 The level of understanding of the internal control structure needed
under the two preliminary audit strategies presented in figure 1-2 may be
different. Figure 2-2 expands on elements of the internal control structure the
auditor needs to understand for each strategy. To illustrate the application of
these preliminary audit strategies, three sample companies are presented in
the exhibits in chapter 5. In each of these sample companies, the assessments
illustrated in the exhibits primarily relate to one significant class of transac
tions—sales and cash receipts. Ownco, Inc., represents a small, one-location,
owner-managed business that does not have a complex organizational struc
ture or a sophisticated operation or computer system. Young Fashions, Inc.,
represents a growing, nonpublic company with multiple locations. Company
goals have focused on operations, and the accounting systems have not grown
at the same pace as the organization. For these two companies, the auditors
planned to assess control risk related to sales and cash receipts based only on
the procedures performed to obtain the understanding sufficient to plan a
primarily substantive approach that may serve as tests of controls. For other
account balances and transaction classes, the auditors used other strategies.
For example, the auditor of Ownco, Inc., chose a strategy of performing
additional tests of controls to support a lower control risk assessment for
inventories (see exhibit 5.07). A more complex public company, Vinco, Inc., is
also presented. For audit efficiency reasons, Vinco’s auditor chose to under
stand and test sufficient internal control structure policies and procedures to
support a lower assessed level of control risk for some assertions. See exhibits
5.01 and 5.02 for further background on these three companies. Italics are
used in the remainder of this audit guide when discussing the examples
relating to these companies.
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FIGURE 2-2

Understanding the Internal Control Structure
Understanding
Sufficient to Plan
A Primarily Substantive
Approach

Understanding of the

Control Environment
(paragraphs 2.15 to 2.40)

Understanding
Sufficient to Plan
A Lower Assessed
Level of Control Risk

Includes the Level of
Understanding Sufficient
to Plan a Primarily Sub
stantive Approach
(paragraphs 2.15 to 2.61)

Might also include an
Additional Understanding

of—

Understanding of the
Accounting System

Control Environment
(paragraphs 2.64 to 2.67)

(paragraphs 2.41 to 2.50)

Accounting System
(paragraphs 2.68 and 2.69)
Understanding of Control
Procedures
(paragraphs 2.51 to 2.61)

Control Procedures
(paragraphs 2.70 to 2.84)
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Nature of the Auditor's Understanding: Design and
Placed in Operation
2.0 8 The understanding of the internal control structure should include
knowledge about the design of relevant policies, procedures, and records, and
whether they have been placed in operation by the entity.
2.0 9 The auditor’s knowledge about the design of relevant policies,
procedures, or records provides an indication of the types of potential mis
statements and the risk that such misstatements may be material. For
example, an entity may not have any policies or procedures relating to the
qualifications or training of accounting personnel (inadequate design). This
lack of policies or procedures may allow the entity to hire unqualified person
nel, which may affect the risk of material misstatement. In another case, an
entity may have a procedure for the monthly reconciliations of its bank
accounts. This procedure ordinarily is designed to detect and correct misstate
ments in the existence and completeness assertions for cash receipts, cash
disbursements, and related account balances. However, if the design of the
entity’s procedure does not include adequate follow-up of reconciling items or
a supervisory review, the risk of misstatements occurring and going uncor
rected is affected. Risks such as these are caused by the poor design of the
internal control structure and should be considered by the auditor when
designing substantive tests.

2.10 In obtaining knowledge about whether policies, procedures, or
records have been placed in operation, the auditor should determine that the
entity is using them In other words, the policy or procedure is not solely part
of a policy manual or other entity documentation; it has been implemented.
For example, an entity may have designed a computer program and datainput procedures for preparation of customer invoices but may not yet have
begun using the new program.
2.11 Whether an internal control structure policy or procedure has been
placed in operation is different from its operating effectiveness. Operating
effectiveness is concerned with how the policy or procedure was applied, the
consistency with which it was applied during the audit period, and by whom it
was applied. Auditing standards do not require the auditor to obtain knowl
edge about operating effectiveness as part of the understanding of the internal
control structure. However, if procedures performed to obtain the understand
ing provide some evidence about the effectiveness of design and operation,
they may serve as tests of controls (see chapter 3).

Understanding Sufficient to Plan a Primarily
Substantive Approach
2.12 Figure 2-3 presents the flowchart that was introduced in chapter 1
and highlights the material covered in this section. One audit strategy that the
auditor may consider when auditing an assertion for a significant account
balance and transaction class involves—
•
Obtaining the understanding sufficient to plan a primarily substan
tive approach; and

•

Considering whether procedures performed during this process pro
vide evidential matter about operating effectiveness and thus serve
as tests of controls (see chapter 3).
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2.13 Effective audit planning requires that the auditor know what can go
wrong in financial statements—that is, the auditor should identify the types
of material misstatements that could occur and assess the risk that they will
occur. The internal control structure is an important source of information
about the types and risks of potential material misstatements that could occur
in financial statements. Additionally, these policies and procedures are a
primary source of information about the specific processes, methods, records,
and reports used in preparing the entity’s financial statements. The auditor
uses this information to design audit procedures that will provide reasonable
assurance of detecting material misstatements. Designing effective audit
procedures requires that the auditor have a sufficient understanding of the
internal control structure to assess the risk of material misstatement. Knowl
edge of control environment factors, the specific methods of initiating, process
ing, recording, and reporting transactions, and methods of controlling this
processing, assist the auditor in the design of effective audit procedures. For
example, the following factors identified while understanding the internal
control structure may have an effect on the risk of misstated revenues:
•
Management pressure to improve operating performance
•
Numerical sequence of shipping documents not accounted for
•
Unrestricted access to input terminals
By understanding these risk factors, the auditor can design appropriate
substantive tests.

AICPA Audit and Accounting Guides

9/95

AAG-ICS 2.13

9-62

CREDIT UNION AUDIT MANUAL

10,028

Internal Control Structure

FIGURE 2-3
Flowchart of the Auditor’s Consideration of the Internal
Control Structure and Its Relation to Substantive Tests
For Significant Assertions Related to Each Significant
Account Balance and Class of Transaction
Chapter 2 (paragraphs 2.2 to 2.7)
Consider a preliminary audit strategy, (tor signifi
cant assertions related to each significant
account balance and class of transaction) to
obtain an understanding sufficient to plan
the audit based on a planned assessed level of
control risk or planned level of substantive tests.

Audit Strategy: Obtain an understanding
relevant to an assertion sufficient to plan a
primarily substantive approach. (Evidence
about operating effectiveness acquired
while obtaining this understanding will nor
mally result in a control risk assessment at
or slightly below the maximum.)

Audit Strategy: Obtain an understanding
relevant to an assertion and perform tests of

controls to support a lower planned
assessed level of control risk.

Chapter 2 (paragraphs 2.12 to 2.61)

Chapter 2 (paragraphs 2.62 to 2.84)

Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a primarily substantive
approach (considering their design and
whether they have been placed in operation).

Obtain an understanding of relevant internal
. control structure policies and procedures
sufficient to plan a lower assessed level of
control risk (considering their design and
whether they have been placed in operation).

Chapter 2 (paragraphs 2.96 to 2.100)
Document understanding.

Chapter 3 (paragraphs
3.35 to 3.43)

No

Chapter 3 (paragraphs 3.44 to 3.48)

Do
procedures performed

to obtain the understanding
include tests of
controls?

Yes
Assess control
risk at the
maximum.

AAG-ICS 2.13

Document understanding.

Assess control risk (based
on evidence obtained about
operating effectiveness).

Plan and perform tests of controls to support
a lower planned assessed level of control risk.

Chapter 3 (paragraphs 3.49 to 3.65)
Assess control risk (based on evidence

obtained about operating effectiveness).
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2.14 The auditor has obtained the necessary understanding when the risk
of material misstatement for assertions related to material financial statement
components can be assessed and effective substantive procedures can be
designed. Paragraphs 2.15 through 2.61 provide guidance on the nature and
extent of the understanding of the internal control structure considered suffi
cient to plan a primarily substantive approach. Assessing control risk at a
lower level might involve obtaining an additional understanding of control
policies and procedures. (See paragraphs 2.62 to 2.84 for a discussion of the
understanding to support a lower assessed level of control risk.)

Understanding of the Control Environment
2.15 The control environment represents the collective effect of various
factors on establishing, enhancing, or mitigating the effectiveness of specific
policies and procedures. The auditor should obtain sufficient knowledge of the
control environment to understand management’s and the board of directors’
attitude, awareness, and actions concerning the control environment. The
control environment includes such factors as—
•
Management’s philosophy and operating style.
•
The entity’s organizational structure.
•
The functioning of the board of directors and its committees, partic
ularly the audit committee.
•
Methods of assigning authority and responsibility.
•
Management’s control methods for monitoring and following up on
performance.
•
Internal auditing.
•
Personnel policies and practices.
•
Various external influences that affect an entity’s operations and
practices, such as examinations by bank regulatory agencies.
2.16 The applicability and importance of these factors is affected by the
entity’s size and its organization and ownership characteristics. Paragraphs
2.19 to 2.40 provide examples of how the control environment may affect the
risk of material misstatement and how the extent of the auditor’s understand
ing of the control environment may vary depending on the complexity and
sophistication of the entity. The auditor should concentrate on the substance
of management’s policies, procedures, and related actions rather than their
form because management may establish appropriate policies and procedures
but not act on them.
2.17 The auditor should understand the collective effect of the control
environment factors discussed in the following paragraphs as they relate to
management’s attitude, awareness, and actions concerning the control envi
ronment. However, the auditor does not need to understand each factor in
every case or to the same degree of detail. The extent of understanding of
various control environment factors is a matter of professional judgment and is
influenced by the considerations discussed in paragraph 2.06. For example, the
data processing aspects of the control environment of Young Fashions, Inc.,
are considerably more sophisticated and complex than those of Ownco. The
dispersion of authority and decentralization of data-entry points at Young
Fashions result in more extensive control environment policies and procedures,
such as methods of assigning authority or responsibility and management
control methods. Because Young Fashions had a more complex control environ
ment, the Young Fashions auditor obtained a more extensive understanding of
relevant control environment factors to plan the audit.
AICPA Audit and Accounting Guides
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2.18 The auditor considers the collective effect on the control environ
ment of strengths and weaknesses in various control environment factors. The
overriding factors are usually strengths or weaknesses at high levels of man
agement. For example, good owner-manager control methods may mitigate
limited segregation of duties in a small business, or an active and independent
board of directors may influence the philosophy and operating style of senior
management in larger entities. However, personnel policies directed toward
hiring competent financial and accounting personnel may not mitigate a
strong bias by top management to maximize earnings.

Management's Philosophy and Operating Style
2.19 Management’s philosophy and operating style encompass a broad
range of characteristics. Such characteristics may include management’s ap
proach to taking and monitoring business risks, attitudes and actions toward
financial reporting, and emphasis on meeting budget, profit, and other finan
cial and operating goals. These characteristics have a significant influence on
the control environment, particularly when management is dominated by one
or a few individuals, regardless of the consideration given to the other control
environment factors. For example, the auditor may be concerned about man
agement’s unduly aggressive attitude toward financial reporting. Not only
might this cause the auditor to assess control risk at the maximum for some or
all assertions, but it may heighten concerns about irregularities affecting
certain assertions.
2.20 However, a dominant owner-manager does not necessarily cause the
auditor to assess control risk at the maximum.4 As an owner-managed entity,
the management of Ownco is dominated by one individual. Jones, the owner
manager, demonstrates a positive attitude toward the control environment
(exhibit 5.03). He demonstrates a moderate to conservative attitude toward
accepting business risks and is more concerned about taxes than reported
earnings. Jones uses information generated by the accounting system to
monitor performance with that of prior years. His review of accounting reports
encourages accounting employees to work with greater care, which reduces the
risk of material misstatement. Jones also performs many control procedures,
such as checking the accuracy of disbursements and reviewing periodic physi
cal inventories. These factors help to mitigate concerns about the lack of
segregation of duties because of limited personnel. Although Jones is concerned
about income taxes, the auditors did not view the possible bias to misstate
income as a significant risk because of the otherwise positive control environ
ment.
2.21 In Young Fashions, Inc., key decisions are made by a close group of
top management that represents a majority of the board of directors (exhibit
5.09). Management has been at the forefront of rapid changes in fashion
trends; however, this affected the auditor's concerns about the valuation of
inventories. Management of Young Fashions closely monitors inventories and
operating results. Although management views budgets as objective manage
ment tools, it is concerned about growth in reported earnings. Accordingly, this
factor may create some pressure or bias toward the overstatement of earnings
4 The auditor’s control risk assessment is based on relevant internal control structure policies
and procedures. An assessment of control risk would not ordinarily be made for individual
elements of the internal control structure. The auditor considers the combined aspects of the
control environment, the accounting system, and control procedures when assessing control risk.
Chapters 3 and 4 provide a detailed discussion and examples of the auditor’s assessment of control
risk.
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and, therefore, affect the auditor’s concerns about the risk of material mis
statement.
An Entity's Organizational Structure

2.22 An entity’s organizational structure provides the overall framework
for planning, directing, and controlling operations. An organizational structure
includes consideration of the form and nature of an entity’s organizational
units, including the data-processing organization, and related management
functions and reporting relationships. In addition, the organizational structure
should ensure that authority and responsibility within the entity are assigned
in an appropriate manner.
2.23 Ownco, Inc., is an example of a simple organizational structure
(exhibit 5.09). The owner-manager dominates a single-location enterprise. The
owner-manager is responsible for setting and monitoring policy. In this case,
Jones reviews key matters upon his return from an absence. Jones also is
responsible for all key decisions regarding computer processing.

2.24 In contrast, Vinco, Inc., is a multi-division public company (exhibit
5.13). In this case, the auditor obtained an understanding of the involvement
of senior management and outside directors in decision making and in setting
the tone of the organization. With multiple operating locations, the auditor
also obtained knowledge of the functional responsibilities of the divisions and
of the reporting relationships within the entity. Key operating decisions at
Vinco are centralized with senior management. The auditor also obtained an
understanding of the organization of the data processing department, includ
ing the reporting relationship of the head of data processing to senior manage
ment, and the lines of responsibility within the department.

The Functioning of the Board of Directors and Its Committees,
Particularly the Audit Committee
2.25 An active board of directors and audit committee often mitigate
concerns relative to risks associated with management’s philosophy and oper
ating style by overseeing both business activities and financial reporting. An
effective audit committee takes an active role in overseeing an entity’s
accounting and financial reporting policies and practices. The committee
should assist the board of directors in fulfilling its fiduciary and accountability
responsibilities and should help maintain a direct line of communication
between the board and the entity’s external and internal auditors.

2.26 The board of directors of Ownco, Inc., is composed of family mem
bers and does not exert significant influence in monitoring the performance of
the owner-manager or the organization (exhibit 5.03). The key officers of
Young Fashions, Inc., represent a majority of the board of directors, and an
audit committee does not exist (exhibit 5.09). In Vinco, Inc., however, the
board of directors and audit committee have a significant influence on the
control environment. Vinco has an audit committee composed entirely of
outside directors. In addition, the substance of this committee’s actions in
volves regular meetings with both internal and external auditors.
Methods of Assigning Authority and Responsibility

2.27 Methods of assigning authority and responsibility affect the under
standing of reporting and responsibilities established within the entity and
include consideration of—
AICPA Audit and Accounting Guides
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Entity policy regarding such matters as acceptable business prac
tices, conflicts of interest, and codes of conduct.
Assignment of responsibility and delegation of authority to deal
with such matters as organizational goals and objectives, operating
functions, and regulatory requirements.
Employee job descriptions delineating specific duties, reporting rela
tionships, and constraints.
Computer systems documentation indicating the procedures for
authorizing transactions and approving systems changes.

2.28 In Ownco, the owner-manager delegates few significant decisions,
which emphasizes the importance of the owner-manager’s influence on the
control environment. Employee job descriptions are informal. Jones has chosen
a computer system that uses purchased software; changes cannot be made to
this software (exhibit 5.03).
2.29 In Young Fashions, policies regarding acceptable business practices
are largely informal and discussed in new employee orientation. Divisional
management participates with key officers in business decision making, but
authority primarily rests with senior management. Management pays signifi
cant attention to inventory control and closely monitors the sales, production,
and shipping aspects of divisional operations. Senior management, however,
has delegated authority for data processing decisions to the data processing
manager, who oversees the maintenance of systems documentation and
changes to purchased software. The data processing manager also is responsi
ble for computer access and security. Although a formal security policy does
not exist, the data processing manager has performed an assessment of
sensitive programs and data files and determined that access restrictions are
appropriate. The company generally uses vendor-authorized consultants to
make system changes; the data processing manager has, on occasion, made
simple changes (exhibit 5.09).
Management’s Control Methods for Monitoring and Following Up on
Performance
2.30 Methods that affect management’s direct control over the exercise of
authority delegated to others and management’s ability to supervise overall
company activities are called management control methods and include the
following considerations:
•
Establishing planning and reporting systems that set forth manage
ment’s plans and the results of actual performance (such systems
may include business planning and budgeting, forecasting, and
profit planning)
•
Establishing methods that identify the status of actual performance
and exceptions from planned performance and communicating them
to the appropriate levels of management
•
Using such methods at appropriate management levels to investi
gate variances from exceptions and to take appropriate and timely
corrective action
•
Establishing and monitoring policies for developing and modifying
accounting systems and control procedures, including the develop
ment, modification, and use of any related computer programs and
data files
2.31 In an owner-managed organization, good owner-manager control
may significantly mitigate the effects of the lack of segregation of duties. If an
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owner-manager monitors performance, reviews bank reconciliations, or reviews
and approves disbursements, the risk of misstatements may be significantly
reduced. In Ownco, Inc., Jones reviews computer-prepared financial state
ments on a monthly basis and is knowledgeable about the components of
operating expenses and how they compare with prior years’ amounts (exhibit
5.03).

2.32 In Young Fashions, Inc., budgets are set informally by key officers
and, although variations from budgets are reviewed on a regular basis, man
agement does not extensively document follow-up procedures (exhibit 5.09).
Data processing management is responsible for establishing and monitoring
policies regarding developing and modifying accounting systems and control
procedures, including the development, modification, and use of related com
puter programs and data files. The company primarily uses purchased
software and has chosen to use outside consultants for occasional systems
changes. Data processing is a small department with primarily operations
personnel. As in other areas of the organization, policies are informal and rely
on supervision.
2.33 Vinco, Inc., represents a company for which senior management has
concentrated on setting policy and oversees middle management’s monitoring
of how policies and procedures are implemented (exhibit 5.14). Senior manage
ment determines the size and nature of deviations from budget that are to be
explained, on a timely basis, by lower management. Management also oversees
data processing management’s role in setting and monitoring policies for
systems development and changes, computer operations, and access to pro
grams and data files.

Internal Audit Function
2.34 The internal audit function is established within an entity to
examine and evaluate the adequacy and effectiveness of other internal control
structure policies and procedures. Establishing an effective internal audit
function includes consideration of its authority and reporting relationships,
the qualifications of its staff, and its resources.

2.35 Neither Ownco nor Young Fashions have internal audit depart
ments. At Vinco, the auditor obtained an understanding of the above three
factors. The extent to which the auditor obtains an understanding of specific
procedures performed by internal auditors is dependent on the auditor’s
preliminary audit strategy for specific assertions and the audit efficiencies
that may be obtained by assessing control risk at a lower level. If the auditor
plans a primarily substantive approach and does not plan to consider the work
of the internal auditors, the auditor need not understand specific work per
formed by internal auditors.

Personnel Policies and Practices

2.36 Personnel policies and practices affect an entity’s ability to employ
sufficient competent personnel to accomplish its goals and objectives. Person
nel policies and practices include an entity’s policies and procedures for hiring,
training, evaluating, promoting, compensating, and assisting employees in the
performance of their assigned responsibilities by giving them the necessary
resources.

2.37 Ownco, Inc., represents a company with nominal turnover of person
nel, and the owner-manager has devoted significant attention to hiring and
retaining competent individuals. Jones believes that hiring experienced per
sonnel is particularly important because there are no layers of supervisory
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personnel and, therefore, because of limited segregation of duties, few indepen
dent checks of employees' work (exhibit 5.03). Young Fashions, Inc., has
established an environment in which low wages result in higher turnover and
peak-season workloads affect the extent of training and supervision of employ
ees, thereby creating significant time pressures. These personnel policies and
procedures may have a significant effect on the risk of material misstate
ments, particularly for those divisions affected by such personnel problems. All
personnel practices for the data processing department are the responsibility
of the data processing manager, who tries to hire personnel with significant
data processing experience rather than training entry-level personnel (exhibit
5.09).

External Influences
2.38 External influences are established and exercised by parties outside
an entity and affect an entity’s operations and practices. They include
monitoring and compliance requirements imposed by legislative and regula
tory agencies and review and follow-up by parties outside the entity concerned
with the entity’s actions. External influences are ordinarily outside an entity’s
authority Such influences, however, may heighten management’s conscious
ness of and attitude toward the conduct and reporting of an entity’s operations
and prompt management to establish specific internal control structure poli
cies or procedures.
2.39 Examples of the types of external influences that the auditor usually
understands are Federal and state bank examiners who review the activities of
financial institutions or lenders who audit accounts receivables pledged as
collateral for loans. Young Fashions’ bank loan officer meets regularly with
management to monitor the company’s financial performance (exhibit 5.09).
In this instance, the influence of the bank loan officer heightens management’s
consciousness about taking and monitoring business risks.

Extent of Understanding of Control Environment Versus Accounting
System and Control Procedures

2.40 An entity’s accounting system and control procedures are designed
to address specific account balances and classes of transactions, whereas an
entity’s control environment has a pervasive effect on the organization. As a
result, the auditor focuses the understanding of the accounting system and
control procedures on specific balances and classes. Figure 2-4 presents several
accounts for a typical manufacturer that vary significantly in nature, size,
and complexity. These characteristics result in differences in the extent of
understanding of the accounting system and control procedures that may be
needed to plan the audit and are explained in the following sections discussing
the accounting system and control procedures.

Understanding of the Accounting System
2.41 The accounting system significantly affects the potential for mate
rial misstatements as well as the design of substantive tests. A well-designed
accounting system that is placed in operation and operating effectively can
provide reliable accounting data and prevent misstatements that otherwise
could occur. On the other hand, a poorly designed accounting system may
significantly increase the risk of misstatement. The auditor should consider
this risk when designing substantive tests. In addition, the auditor’s knowl
edge of the accounting system provides information about an entity’s transac
tions (for example, information about the existence and nature of records and
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documents supporting the transactions) that is useful in planning audit
procedures.

2.42 The auditor should obtain sufficient knowledge of the accounting
system to understand—
•
The classes of transactions in the entity’s operations that are signifi
cant to the financial statements (paragraph 2.43).
•
How those transactions are initiated (paragraphs 2.44 and 2.45).
•
The accounting records, supporting documents, computer media,
and specific accounts in the financial statements involved in the
processing and reporting of transactions (paragraph 2.46).
•
The accounting processing involved from the initiation of a transac
tion to its inclusion in the financial statements, including how the
computer is used to process data (paragraphs 2.47 to 2.49).
•
The financial reporting process used to prepare the entity’s financial
statements, including significant accounting estimates and disclo
sures (paragraph 2.50).
Significant Account Balances and Classes of Transactions
2.43 The auditor should obtain an understanding of the classes of transac
tions in the entity’s operations that are significant to the financial statements.
For less significant classes of transactions or account balances (note prepaid
expenses in figure 2-4), having an understanding of the nature of the balance
or class and of the control environment may be sufficient for the auditor to
plan a primarily substantive audit. Each of the sample companies (Ownco,
exhibits 5.04 and 5.05; Young Fashions, exhibits 5.10 and 5.11; and Vinco,
exhibit 5.15) presents illustrations for one significant class of transactions
(sales and cash receipts transactions) that involves considerable accounting
processing. These examples focus on how the auditor’s understanding may
change as an accounting system gains complexity. The auditor may not need
as extensive an understanding of the elements of the internal control structure
for a transaction class, such as long-term debt, because debt generally does not
involve complex accounting processing.
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Prepaid
Expenses

Long-Term
Debt

Inherent risks associated with appropriateness of
accounting principles (off balance sheet financing)
and compliance with debt covenants
Simple accounting records (general ledger accounts
supported by legal documents, journal entries,
and other source documents)

•

•
•
•
•

•
•
•

•

•
•
•

Simple accounting records (general ledger accounts
supported by schedules, journal entries, and other
source documents)

No significant risks

Small balance relative to total assets
Small number of account balances and transactions

Large balance relative to total assets
Small number of debt instruments and few
transactions during the year

•

•

Entity control environment factors
Nature of the account balance

Entity control environment factors
Significant classes of transactions
Significant activities in the initiation, processing and
reporting of transactions (e.g., approval of debt,
review of journal entries and disclosure)
Significant accounting records (legal documents,
general ledger accounts)
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How Transactions Are Initiated
2.44 For a significant transaction class (such as sales), the auditor should
understand how transactions are initiated. This may be a simple matter. For
example, in some entities, a sales employee may complete a sales order upon
accepting one by telephone. In other entities, such as financial institutions,
certain transactions might be initiated by customers (for example, at an
automatic teller machine) and recorded by computer. Other transactions, such
as interest earned, periodically may be recorded automatically by the com
puter system.
2.45 In Ownco (exhibit 5.04) and Young Fashions (exhibit 5.10), there is
little difference in the ways in which sales transactions are initiated. Sales
orders are written by sales employees, and the transactions are approved by
the owner-manager and the credit manager, respectively.5 In Ownco, transac
tions are entered into a microcomputer. The owner-manager, the bookkeeper,
and the owner-manager’s secretary have sole access. In Young Fashions, sales
transactions are entered into remote terminals at divisional offices. The sales
manager for Young Fashions reviews and approves changes to the master
price file, including those reflected in the “was-is” report.

Accounting Records, Supporting Documents, Computer Media, and
Specific Accounts
2.46 A sufficient understanding of the accounting records, supporting
documents, computer media, and specific accounts in the financial statements
involved in the processing and reporting of transactions varies substantially
from one accounting system to another. In general, the auditor will want to
identify—
•
Source documents.
•
The conversion of documents to computer media.
•
The nature of computer files that are further processed in the flow
of information to the general ledger and the financial statements.
•
Documents created and further processed in the flow of information
to the general ledger and the financial statements.
•
Accounts (subsidiary or general ledger master files) affected by the
transaction.
•
Relevant accounting reports, journals, and ledgers produced in the
flow of information to the general ledger and the financial state
ments.
An entity’s accounting systems may create many documents, files, and reports
that are useful for managing the organization, but the auditor need only
understand those aspects that are relevant to the audit of the financial
statements. For example, the same system that produces sales invoices and a
sales journal may also produce a report of sales by salesperson. An understand
ing of this report may not be necessary to plan the audit. Neither is it
necessary to understand how every copy of accounting documents may be used
by the client. When an entity prepares numerous copies of a document, the
auditor is concerned only with those relevant to the flow of transactions from
initiation to inclusion in the financial statements. However, if the report of
sales by the salesperson will be used to substantively test commission expense,
the auditor needs to understand this report. The understanding of the account5 Although the auditor often may obtain an understanding of how transactions are approved,
an understanding of these control procedures may not be needed to plan a primarily substantive
approach.
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ing records, supporting documents, computer media, and accounts obtained by
the auditors of Ownco and Young Fashions are discussed in exhibits 5.04 and
5.10, respectively.

Accounting Processing

2.47 While obtaining an understanding of the documents, files, and
reports involved in the flow of information to the general ledger and the
financial statements, the auditor should obtain an understanding of the
accounting processing involved from initiating the transaction to its inclusion
in the financial statements, including how the computer is used to process
data. This understanding involves knowledge of the ways in which transac
tions are valued, classified, recorded, and summarized in data files, journals, or
ledgers. For some transactions, there may be several significant processing
activities and accounting records, including the use of computer programs (for
example, accounts receivable and inventory in figure 2-4). Other transactions
may involve only limited processing activities performed manually (for exam
ple, long-term debt in figure 2-4). Understanding the accounting processing
also involves understanding the information used for processing and when
processing occurs. For example, when considering the completeness assertion,
the auditor normally should understand whether transactions entered into a
computer system are processed immediately or in batches and how frequently
batches are processed.
2.48 The records and methods of Ownco, Inc., that are involved in
identifying and recording all valid credit sales include approved sales orders,
shipping reports, and the bookkeeper’s manual procedures to investigate
unmatched sales orders and shipping reports (exhibit 5.04). The approved
sales order and shipping report contain sufficient information to permit proper
classification of the transaction, measure its monetary value, and determine
the time period of the transaction. This information is input daily, and the
computer prepares sales invoices and posts transactions to the ledgers and
journals.
2.49 Young Fashions, Inc., uses the computer for a greater amount of
processing than does Ownco, Inc. (exhibit 5.10). Source documents, such as
sales orders and bills of lading, are manually prepared; however, master price
information is maintained on a computer file, and the computer is used to
generate packing slips, sales invoices, and reports of unmatched documents
(sales orders, packing slips, and sales invoices). The auditor’s understanding
for the Young Fashions audit, therefore, included knowledge of the ways in
which transactions and master files are accessed, when and how they are
updated, and what processing is done by the computer.

The Financial Reporting Process
2.50 While gaining an understanding of the financial reporting process,
the auditor may ascertain the extent of client procedures to prepare account
ing estimates (when significant accounting estimates are called for) and
information for significant disclosures. The auditor also should understand the
way in which general ledger information is summarized to be able to arrive at
the amounts and disclosures reported in the financial statements.

Understanding of Control Procedures
2.51 Most accounting systems involve some computer processing—
whether microcomputer, minicomputer, or mainframe. Each of the three
sample companies illustrated in the exhibits uses some form of computer
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processing. Although the objectives of computer and manual systems are the
same, control procedures take on unique characteristics in a computer environ
ment. Paragraph 2.72 discusses various types of control procedures in a
computer environment and their interrelationships. The remainder of this
section discusses and illustrates the understanding of certain manual and
computerized control procedures obtained by the auditors of Ownco and
Young Fashions while obtaining an understanding of the control environments
and accounting systems.

2.52 Ordinarily, audit planning does not require an understanding of the
control procedures related to each account balance, transaction class, and
disclosure component in the financial statements or to every assertion relevant
to those components. After considering such matters as the knowledge
obtained from previous audits, the understanding of the industry in which the
entity operates, assessments of inherent risk, judgments about materiality,
and the complexity and sophistication of the entity’s operations and systems,
the auditor should determine whether the understanding of the internal
control structure is sufficient to enable him or her to identify types of
potential misstatements, consider factors that affect the risk of material
misstatements, and design substantive tests.
2.53 Because some control procedures are integrated in specific compo
nents of the control environment and accounting system, as the auditor
obtains an understanding of that environment and system he or she is also
likely to obtain knowledge about some control procedures. The auditor should
consider the knowledge about the presence or absence of control procedures
obtained from the understanding of the control environment and accounting
system when determining whether it is necessary to devote additional atten
tion to obtaining an understanding of control procedures to plan the audit.
Except as described in paragraph 2.56, the auditor generally is not required to
devote additional attention to understanding control procedures. In Ownco,
Inc. (exhibit 5.03), the auditor obtained an understanding of the following
control procedures while understanding the control environment and the
accounting system:
•
Owner-manager approval of customer credit
•
Computer matching of sales orders and shipping reports before the
sales invoices are prepared
•
Manual follow-up procedures for unmatched sales orders and ship
ping reports
•
Owner-manager review of billings, sales, and various computer
generated sales summaries
•
Procedures to reconcile accounts receivable subsidiary ledgers with
the general ledger
•
Owner-manager review of the accounts receivable aged trial balance
and follow-up on past-due accounts
•
Owner-manager follow-up on statements disputed by customers
In addition, the auditor identified (exhibit 5.06) specific risks of misstatement
because of inadequate control procedures in the following areas:
•
No control procedures exist to ensure that all transactions are
posted to the journals and the general ledger.
•
No specific review of adjustments made to accounting records exists.

2.54 In Young Fashions, Inc. (exhibit 5.10), the auditor obtained an
understanding of the following control procedures while understanding the
control environment and the accounting system:
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Credit manager approval of sales orders
Data processing manager periodic review of an access-violation
report that reports computer-access violations, such as data process
ing personnel using utility programs to modify data files or accounts
receivable clerks accessing accounts receivable master files
Sales manager review and approval of changes to the master price
file
Manual follow-up6 of items over five days old on the computer
exception reports of unmatched sales orders, bills of lading, and
packing slips
Computer check of numerical sequences of sales orders, bills of
lading, packing slips, and sales invoices
Matching of sales order, bill of lading, packing slip, and invoice
before transactions are posted
Manual procedures to reconcile accounts receivable subsidiary ledg
ers with the general ledger
In many circumstances, this understanding may be sufficient to plan the
audit.

2.55 The auditors for both Ownco and Young Fashions determined that it
was not necessary to devote additional attention to understanding control
procedures to plan the audit. The understanding of control procedures
obtained while understanding the control environment and accounting system
(exhibits 5.03 and 5.10) was considered adequate to identify types of potential
misstatements, understand the factors that affect the risk of material mis
statement, and design substantive tests. In Young Fashions, the auditor
planned to visit sufficient operating locations to plan an audit approach based
on a planned assessed level of control risk of slightly below the maximum. An
alternative audit strategy for Young Fashions that requires a greater under
standing of control procedures (particularly computer control procedures) is
discussed later in paragraphs 2.85 to 2.87.
Circumstances in Which the Auditor May Be Unable to Use a Primarily
Substantive Approach

2.56 In the following circumstances, the auditor may not be able to
perform an effective audit using a primarily substantive approach and may
need to devote additional attention to understanding control procedures to—
Audit an assertion (particularly the completeness assertion).
Plan a strategy that is not unreasonably costly.

2.57 The auditor may need to understand specific control procedures to
audit an assertion. For example, when auditing a not-for-profit organization
with significant cash donations, the auditor may be unable to plan the audit
for the completeness assertion for contributions without understanding (and
testing) the control procedures related to cash receipts. Similarly, if a financial
institution or securities dealer has employees who engage in futures transac
tions, the auditor may need to understand (and test) the entity’s control
procedures that provide assurance that all futures commitments are properly
accounted for.
6 As discussed later in paragraph 2.74, the effectiveness of a control procedure that includes a
manual review of a computer-produced exception report often is related to the effectiveness of the
programmed control procedures over the production of the report.
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2.58 For some assertions, the auditor may conclude that it would be
unreasonably costly and impractical to plan effective audit procedures based
on a substantive approach. For example, when auditing past-due loans of a
financial institution that uses computer-produced reports of such loans, the
auditor may be unable to design appropriate substantive tests without knowl
edge of the specific control procedures concerning the completeness and
classification of loans. Because obtaining source documents to audit the
completeness and classification of loans in a financial institution may be
unreasonably costly, the auditor may decide to plan a lower assessed level of
control risk and obtain an understanding of the specific computer application
control procedures designed to ascertain that all loans are included and are
properly classified in the listing. Computer application control procedures,
such as record counts or control totals, may help ensure that all loans are
included in the listing. Programmed reasonableness tests and cross-footing
tests may be designed to detect classification misstatements.
2.59 In another example, an entity may use a complex and sophisticated
computer system to initiate and process certain transactions, and the auditor
may determine that the only reasonable audit strategy for some assertions is
to obtain an understanding and perform tests of controls sufficient to support
a lower assessed level of control risk. In this situation, the auditor should
devote additional attention to understanding control procedures, such as
programmed control procedures7 and computer general control procedures, to
plan the audit.
2.60 To assess control risk at a lower level based on the operating
effectiveness of programmed control procedures, an understanding of the
computer general control procedures will usually be obtained. Such computer
general control procedures are policies or procedures that affect many applica
tions and often pertain to the following:
The development of new programs and systems

Changes to existing programs and systems
Computer operations

Access to programs and data

2.61 The understanding of computer control procedures to support a
lower planned assessed level of control risk is discussed later in paragraphs
2.70 to 2.84. This understanding would be considered necessary to plan the
audit, if the auditor determines that alternative audit strategies would be
unreasonably costly. Manual follow-up procedures when planning a primarily
substantive audit are discussed in paragraphs 2.83 and 2.84.

Understanding Sufficient to Plan a Lower Assessed
Level of Control Risk
2.62 Figure 2-5 presents the flowchart introduced in chapter 1 and
highlights the material to be covered in this section. The auditor may choose a
preliminary audit strategy for some assertions based on a lower planned
assessed level of control risk. Supporting a lower planned assessed level of
control risk might involve obtaining an understanding of additional internal
control structure policies or procedures beyond those considered necessary to
plan a primarily substantive approach. This section explains and provides
7 Programmed control procedures relate to individual computerized accounting applications,
for example, programmed input validation controls for verifying customers’ account numbers and
credit limits.
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examples of the understanding sufficient to plan a lower assessed level of
control risk.
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FIGURE 2-5
Flowchart of the Auditor’s Consideration of the Internal
Control Structure and Its Relation to Substantive Tests
for Significant Assertions Related to Each Significant
Account Balance and Class of Transaction
Chapter 2 (paragraphs 2.2 to 2.7)
Consider a preliminary audit strategy (for signifi
cant assertions related to each significant
account balance and class of transaction) to
obtain an understanding sufficient to plan
the audit based on a planned assessed level of
control risk or planned level of substantive tests.

Audit Strategy: Obtain an understanding
relevant to an assertion sufficient to plan a
primarily substantive approach. (Evidence
about operating effectiveness acquired
while obtaining this understanding will nor
mally result in a control risk assessment at
or slightly below the maximum.)

Chapter 2 (paragraphs 2.12 to 2.61)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a primarily substantive
approach (considering their design and
whether they have been placed in operation)

Audit Strategy: Obtain an understanding
relevant to an assertion and perform tests of
controls to support a lower planned
assessed level of control risk.

Chapter 2 (paragraphs 2.62 to 2.84)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a lower assessed level of
control risk (considering their design and
whether they have been placed In operation).

Chapter 2 (paragraphs 2.96 to 2.100)
Document understanding

Chapter 3 (paragraphs
3.35 to 3.43)

No

Chapter 3 (paragraphs 3.44 to 3.48)

Do
procedures performed
to obtain the understanding
include tests of
controls?

Yes
Assess control
risk at the
maximum.
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Document understanding.

Assess control risk (based
on evidence obtained about
operating effectiveness).

Plan and perform tests of controls to support
a lower planned assessed level of control risk.

Chapter 3 (paragraphs 3.49 to 3.65)
Assess control risk (based on evidence
obtained about operating effectiveness).
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2.63 This section also explains some elements of the internal control
structure that the auditor might understand when the computer is used to
process accounting transactions. Figure 2-6 summarizes these computer
aspects of the control environment, accounting system, and control proce
dures. As discussed in the preceding section, an understanding of many
elements of the control environment and the accounting system presented in
figure 2-6 is usually considered necessary to plan a primarily substantive
approach. The auditor’s understanding of computer control procedures, how
ever, often is affected by decisions about audit strategy and the planned
assessed level of control risk. For example, the auditor should obtain an
understanding of computer control procedures if computer-produced records
are used as evidence and the auditor does not plan to substantively test such
records.

Understanding of the Control Environment
2.64 The discussions and examples provided previously in paragraphs
2.12 to 2.61 relate to the audit strategy of planning a primarily substantive
approach. In many circumstances, that level of understanding of the control
environment will be sufficient to plan a lower assessed level of control risk. For
example, a positive control environment helps ensure that control procedures
are more likely to be well-designed and placed in operation. The auditor of
Young Fashions, Inc., may be able to modify the timing of substantive tests
based on tests of controls to support a lower assessed level of control risk, with
the same understanding of the control environment documented in exhibit
5.09. However, for some assertions, a further understanding of certain control
environment factors may be necessary, if a lower assessed level of control risk
is planned. Paragraphs 2.65 to 2.67 discuss this additional understanding.
2.65 The auditor may choose to understand management control methods
in greater depth when planning a lower assessed level of control risk for some
assertions. Thus, the auditor might perform more extensive procedures to
understand, for example, management systems related to business planning,
forecasting, and profit planning. The management of Vinco, Inc., has devel
oped a detailed budgeting system, and its general ledger system produces
monthly comparisons of budget with actual performance for each operating
location and department (exhibits 5.14 and 5.17). Senior management has set
guidelines for each department regarding the significance of budget variations
that need to be explained. Explanations are due within one week of the time
variances are identified and carefully reviewed by the controller when devel
oping a monthly performance report. The understanding of how this budget is
developed and how variations are explained was considered useful by the
auditor of Vinco in supporting a lower assessed level of control risk for the
completeness and valuation assertions (exhibit 5.18).

2.66 The auditor also may choose to understand in greater detail the
activities of the internal audit function. For planning purposes, the auditor
ordinarily understands whether internal auditors perform functions relevant
to the financial statement audit. The extent to which the auditor obtains an
understanding of specific procedures performed by internal auditors is depen
dent on the auditor’s consideration of specific assertions and the audit efficien
cies that may be obtained by assessing control risk for those assertions at a
lower level. For example, internal auditors in a financial institution may
perform tests of controls that provide evidence about the effectiveness of
internal control structure policies or procedures related to the valuation of
loans receivable, or they may perform detailed tests and analyses of the
entity’s operations and expenses. Obtaining an understanding of such detailed
AICPA Audit and Accounting Guides

9/95

AAG-ICS 2.66

9-80

CREDIT UNION AUDIT MANUAL

10,046

Internal Control Structure

procedures performed by internal auditors may be relevant to an audit
strategy of planning a lower assessed level of control risk.

2.67 Exhibits 5.14 and 5.17 present a summary of both the additional
understanding of the work of Vinco’s internal auditors and related tests of
controls. Vinco’s external auditors obtained an additional understanding of the
following:
•
Internal auditors’ workpapers related to rotating tests of inventory
counts
•
Compliance with company policies for investment of excess funds
•
Fixed asset additions
•
Compliance with purchasing policies and procedures.

Understanding of the Accounting System
2.68 The understanding of the accounting system sufficient to plan a
primarily substantive approach has been discussed in paragraphs 2.41 to 2.50.
This understanding for significant account balances and transaction classes
normally includes an understanding of the accounting processing from initia
tion through the financial-reporting process. This includes an understanding of
accounting records, supporting documents, and computer media, including the
computer aspects presented in figure 2-6. This understanding of the account
ing system may be sufficiently comprehensive that an additional understand
ing of the accounting system may not be necessary to plan a lower assessed
level of control risk. Sample documentation of the understanding of the
accounting systems of Young Fashions, Inc., and Vinco, Inc., is presented in
exhibits 5.10 and 5.15, respectively.

AAG-ICS 2.67

Copyright © 1990, American Institute of Certified Public Accountants, Inc.

9/95

9/95

AICPA Audit and Accounting Guides
Involvement of internal auditors

Management control methods, including methods
of establishing and monitoring policies for
developing and modifying accounting systems
and control procedures, including the development,
modification, and use of any related computer
programs and data files

°

°

Methods of assigning authority and responsibility
over computer systems documentation, including
the procedures for authorizing transactions and
approving system changes
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data processing
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°
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Computer involvement in the reporting process
used to prepare the entity's financial statements
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Programmed control procedures (B)
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Development of new programs and systems
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Access to programs and data
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in the processing and reporting of transactions
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Accounting Systems

The auditor ’s primary consideration is w hether an internal control
structure policy or procedure affects financial statem ent assertions rather
than its classification into any particular category shown below.
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FIGURE 2-6

CREDIT UNION AUDIT MANUAL

9-81

Understanding the Internal Control Structure

10,047

AAG-ICS 2.68

AAG-ICS 2.68
Computer
General
Control
Procedures

(C)

(B)

User Control
Procedures to
Test the
Completeness
and Accuracy
of ComputerProcessed
Transactions

(A)

Output Reporting
ComputerProcessed
Transactions

Programmed
Control
Procedures

User Control Procedures to Test the Completeness and Accuracy of Computer Processed
Transactions represent manual checks of computer output against source document or other
input, and thus provide assurance that programmed aspects of the accounting system and control
procedures have operated effectively.

Manual Follow-up of Computer Exception Reports involves employee follow-up of
items listed on computer exception reports. The effectiveness of application control
procedures that involve manual follow-up of computer reports depends on the effec 
tiveness of both the programmed control procedures that produce the exception
report and the manual follow-up procedures.

Programmed Control Procedures relate to specific computer applications and are
embedded in the computer program used in the accounting system. The concepts
presented here related to programmed control procedures may also apply to other
procedures within the computer accounting system.

Computer Application Control Procedures

Computer General Control Procedures control program development, program changes, com 
puter operations, and access to programs and data These control procedures increase the assur 
ance that programmed control procedures operate effectively during the period.
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2.69 However, the auditor may determine that information contained in
management reports that was not previously necessary to plan the audit may
be relevant to a lower planned assessed level of control risk for some assertions.
For example, the accounting system may produce a sales report by inventory
stock number for each sales region. Understanding the way in which informa
tion for this report is captured, processed, and reported by the accounting
system would not be necessary to plan the audit, if the auditor did not plan to
use this report. If, however, the auditor decides to use information from this
report when auditing the proper valuation of inventory at the lower of cost or
market, he or she should obtain an understanding of the following aspects of
the accounting system:
•
Which transactions or classes of transactions are included in the
report
•
How significant accounting data about those transactions are
entered into and flow through the accounting system
•
The files that are processed
•
The nature of processing involved in producing the report

Understanding of Control Procedures
2.70 Supporting a lower planned assessed level of control risk frequently
involves obtaining an understanding of control procedures beyond that consid
ered necessary to plan a primarily substantive approach. Control procedures
often are more directly related to an assertion than, for example, control
environment policies or procedures. As a result, they may be more effective in
preventing or detecting misstatements. Designing substantive tests based only
on the understanding of the internal control structure sufficient to plan a
primarily substantive approach may not be as efficient because—
•

•

•

•

This approach would require more extensive audit procedures at
each location of a multi-location entity.
It may be necessary to perform audit procedures at (or closer to) the
balance sheet date, which might not be efficient.
It may be difficult to obtain the necessary source documents
(accounting records) from remote locations (rather than computer
generated reports in a central location).
Reports and other evidence used in the audit could be generated by
the computer system, which affects their completeness and accu
racy. It may not be efficient to perform substantive tests directed at
verifying this information.

2.71 In planning the audit, the auditor may identify assertions for which
a lower assessed level of control risk is desired. For example, this often is
appropriate for certain assertions relevant to accounts in the revenue class of
transactions because of the complexity of accounting processing, the material
ity of these accounts, and the large number of transactions processed. For
these account balances, however, obtaining an understanding of additional
control procedures may not be necessary for every assertion. Vinco, Inc., has
complex accounting systems and control procedures relevant to the assertions
of completeness, existence, and occurrence for the revenue cycle (exhibit 5.15).
Examples of this complexity are extensive automation from initiation of the
transaction through recording in the general ledger, programmed control
procedures, on-line computer terminals at many locations, and client use of
computer-produced information for decision making. For audit efficiency
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reasons, the auditor chose to understand internal control structure policies and
procedures sufficient to plan a lower assessed level of control risk.

2.72 As outlined in figure 2-6, control procedures in a computerized
environment generally comprise a combination of user control procedures,
computer application control procedures (programmed control procedures and
manual follow-up procedures), and computer general control procedures. When
planning a lower assessed level of control risk, the auditor should consider the
extent of the understanding of control procedures that, when considered in
conjunction with the understanding of the control environment and accounting
system, is needed. The following are some common alternatives for under
standing control procedures that, together with tests of such controls, may be
sufficient to plan a lower assessed level of control risk:
User control procedures
Computer application control procedures (programmed control pro
cedures8 and manual follow-up procedures)
Computer general control procedures and manual follow-up proce
dures

User Control Procedures

2.73 An auditor planning a lower assessed level of control risk might
consider an audit strategy involving understanding and testing user control
procedures. User control procedures represent manual checks of the complete
ness and accuracy of computer output against source documents or other
input. For example, an entity may have programmed procedures in a billing
system that calculate sales-invoice amounts from shipping data and master
price files. The entity may also have user control procedures to manually
check the completeness and accuracy of the invoices. In many systems, user
control procedures relate only to the completeness of records and not to the
accuracy of processing. User control procedures may provide evidence that the
programmed control procedures operate effectively, in which case the auditor
may choose to understand and test the user control procedures. If these control
procedures are designed and operating effectively, these tests may support a
lower control risk assessment.

Programmed Control Procedures and Manual Follow-up Procedures
2.74 An auditor planning a lower assessed level of control risk might
consider an audit strategy of understanding and testing programmed control
procedures and related manual follow-up procedures. For example, the auditor
may use computer-assisted audit techniques, such as generalized audit
software or the processing of test data, to test the programmed control
procedure that produces an exception report. These tests provide evidence
about the design and operation of programmed control procedures. However,
they do not provide evidence about the consistent application of the control
procedure throughout the audit period; they provide evidence only about the
point in time when they are performed. It may be costly to perform such tests
throughout the period to achieve a lower control risk assessment. Frequently,
auditors find that it is more efficient to follow the approach set forth in
paragraph 2.75. The auditor also needs to understand and test the manual
follow-up procedures (that is, procedures used to follow up on the items listed
on the exception report) because the effectiveness of the control procedures
8 The concepts discussed in this guide related to programmed control procedures may also
apply to other procedures within the computer accounting system.
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relates to both an accurate computer-produced exception report and an effec
tive manual follow-up of the exceptions.

Computer General Control Procedures and Manual Follow-up
Procedures
2.75 If computer general control procedures operate effectively, there is
greater assurance that programmed control procedures are properly designed
and function consistently throughout the period. Tests of computer general
control procedures, combined with tests of manual follow-up procedures, often
provide the evidential matter sufficient to plan a lower level of control risk.
The auditor may plan to understand computer general control procedures and
perform tests of controls to obtain evidence that—
•
Programs are properly designed and tested in development.
•
Changes to programs are properly made.
•
Adequate access controls reduce the risk of unauthorized changes to
the program and data files.

The auditor should understand programmed control procedures and obtain
sufficient evidence about the effective design and operation of various com
puter general control procedures to draw a conclusion about the effective
design and operation of the programmed control procedures. In addition, the
auditor should understand and test the manual follow-up procedures to obtain
evidence that the entity adequately resolves exceptions raised by the program
med control procedures. The degree to which the auditor may need to test
programmed control procedures depends on the effectiveness of computer
general control procedures, especially the effectiveness of controls over the
development of and changes to programs.
2.76 An example of this approach is the audit of Vinco, Inc., in which the
planned assessed level of control risk is based, in part, on understanding
programmed control procedures, manual follow-up procedures, and general
control procedures. The following arc examples of programmed control proce
dures performed by the billing program (exhibit 5.15):
•
Computer-generated batch totals of the number of cases shipped are
compared with manually computed totals entered during data
entry.
•
The numerical sequence of bills of lading is checked, and any breaks
in the sequence are reported.
•
Bill-of-lading input fields (such as customer number and quantity
shipped) are checked to ensure they contain data.
•
Check digits ascertain whether customer and product numbers are
valid.
•
Numeric and range controls determine whether customer-number,
product-number, and quantity-shipped fields contain only numeric
characters and are within prescribed ranges.
•
Quantities actually shipped are compared to quantities scheduled
for shipment.
Differences detected by any of these procedures are investigated and cor
rected.

2.77 Computer general control procedures include controls over the devel
opment of new programs and systems, changes to existing programs and
systems, computer operations, and access to programs and data.
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2.78 Computer general control procedures over the development of new
programs and systems are intended to ensure that new application systems are
suitably authorized, designed, and tested. These include such elements as user
involvement in the design and approval of systems, checkpoints where users
review the completion of various phases of the application, development of
test data and testing of the program, user involvement in the review of tests of
the programs, and adequate procedures to transfer programs from develop
ment to production libraries. In Vinco, Inc., procedures performed to obtain
the understanding of computer general control procedures revealed that no
new application systems related to significant financial statement assertions
were developed (exhibit 5.16).
2.79 Computer general control procedures over changes to existing pro
grams and systems are intended to ensure that modifications to application
programs are suitably approved, designed, tested, and implemented. The
issues associated with controls over program and system changes are the same
as those related to the development of new applications and include such items
as user involvement in the design and tests of changes, adequate testing of
modified programs, adequate procedures to transfer programs from develop
ment to production libraries, and adequate segregation of duties between
programmers and production libraries. In Vinco, Inc., these control procedures
include the written approvals of changes by both the appropriate user depart
ment manager and the data processing manager, reports on program mainte
nance management, tests of program changes, and review of final revised
program documentation (exhibit 5.16).
2.80 Computer general control procedures over computer operations are
intended to ensure that application programs are used properly and that the
proper data files are used during processing. They involve the review of lists of
regular and unscheduled batch jobs by operations management, use of menudriven job control instruction sets, jobs executed only from the operator’s
terminal, and adequate procedures for managing and backing up data and
program files. The auditor’s documentation of the understanding of control
procedures over computer operations is not illustrated for Vinco, Inc.

2.81 Computer general control procedures over access to programs and
data arc intended to prevent or detect unauthorized changes to programs and
to data files supporting the financial statements and include program and
data access, as well as physical access. Access to programs and data is
generally controlled with software that limits (a) programmer access to pro
duction programs, live data files, and job control language; (b) operator access
to source code and individual elements of data files; and (c) user access to
defined programs and data files.
2.82Vinco's access control procedures include (exhibit 5.16)
•

•

Restricting access to the computer with a combination lock, segre
gating programmers from the computer room with no access to
production programs or data files.
Having no dial-in lines to the computer.

Software control procedures include—
•
Integrated computer librarian and security packages licensed by a
reputable vendor.
•
Company policies over the use of passwords.
•
A general utility librarian package (GULP) that maintains control
over production and development programs. Only changes initiated
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through GULP can be placed in production. In addition, GULP
limits the ability to make production library changes to certain
computer management personnel. GULP also prints transfer logs of
all transfers to and from development and production libraries and
prepares logs of when programs were compiled (that is, translated
from source code to object code).
A general access security package (GASP) that limits write access to
production libraries, logs violations of programmed access, and
maintains profiles of users and privileges and changes to users and
such privileges.

Manual Follow-up Procedures When Planning a Primarily Substantive
Approach

2.83 Paragraphs 2.70 to 2.82 discussed the understanding of control
procedures in computer systems and planned tests of controls sufficient to
support a lower assessed level of control risk. The following example discusses
circumstances in which the auditor plans an audit strategy that is primarily
substantive in nature. In this illustration, an entity’s programmed control
procedure consists of a computer process that matches sales orders and
shipping documents. On a regular basis, the program produces an exception
report of unmatched documents. When sales orders and shipping documents
are matched, a sales invoice is generated. A user department employee follows
up on the listed exceptions and makes inquiries about why, for example, goods
have not been shipped for an outstanding sales order. In some cases, the
manual follow-up procedures are such that the employee follows up only on
items listed on the report and does not obtain any information about the
completeness and accuracy of the computer-produced report. In such circum
stances, procedures performed related to the manual follow-up would not
provide evidence about the effective operation of the programmed control
procedure to enable the auditor to assess control risk below the maximum.
2.84 In other circumstances, however, the manual follow-up procedure
might be placed in operation in such a way that the employee does, in fact,
obtain information about the operation of the programmed control procedure.
For example, the employee’s job function might include direct communication
with the shipping department, sales personnel, and customers. Information
obtained about the last sales orders issued, the last item shipped, open sales
orders, and shipping status may provide information on not only the excep
tions noted on the report, but also on the completeness and accuracy of the
report. The employee might inquire of warehouse personnel about unfilled
orders older than a specified period, inquire of sales management about
customer inquiries on delayed shipments, and determine whether those items
are included on the exception report. In this circumstance, the auditor may
perform the following tests of controls while obtaining the understanding:
•
Inquire of the employee about the manual follow-up procedures (for
example, if items appear on the report on a timely basis, how long it
takes for items to clear, and how often items that should have
cleared do not clear from the report, based on the employee’s
knowledge).
•
Corroborate inquiries of sales and shipping personnel regarding the
accuracy of items listed as exceptions on the report.
•
Examine some reports to determine that selected items appear on
the report and clear on a timely basis.
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If these tests of controls indicate that unmatched records appear on the report
and clear in a timely manner, the auditor has evidence that the programmed
control is operating effectively. These tests, however, do not directly test the
programmed control procedure, and evidence of consistent application of the
control throughout the audit period depends on the extent to which the auditor
examines and tests exception reports.

An Example: Understanding Additional Internal Control
Structure Policies and Procedures for Young Fashions, Inc.
2.85 Young Fashions, Inc., has already been described in this chapter. To
illustrate how changes in audit strategy may affect the auditor’s understand
ing of internal control structure policies and procedures, this discussion
assumes that, in a subsequent year, the client hired and trained additional
personnel in Texas to correct the problems experienced there. In addition,
management established and monitored formal policies for developing and
modifying the revenue system. In this example, the auditor decides on an
audit strategy that supports a change in the timing of substantive tests based
on a lower assessed level of control risk.9

2.86 The auditor’s understanding of the control environment of Young
Fashions (exhibit 5.09) would probably not change because of the decision to
modify the timing of substantive tests based on a lower assessed level of
control risk. The understanding of the accounting system documented in
exhibits 5.10 and 5.11 should be adequate to plan the revised audit strategy.
The auditor’s understanding of the control environment reveals that senior
management does not appear to be sensitive to the functional and technical
limits of data processing. Management has delegated authority and responsi
bility to the data processing manager and is not actively involved in setting or
monitoring policies. The chief financial officer reviews computer output pri
marily for the purpose of controlling operations.

2.87 The major change in audit strategy relates to the understanding of
control procedures. In this example, the auditor determined that it would be
efficient to understand and test computer control procedures that, because of
the control environment concerns discussed above, would likely support a
moderate assessed level of control risk for certain assertions. This included
obtaining an understanding of application control procedures. In addition to
the understanding of some computer application control procedures docu
mented in exhibit 5.10 (such as the computer-generated list of unmatched
sales orders, bills of lading, packing slips, and sales invoices weekly and at
month end for manual follow-up), the auditor obtained an understanding of
programmed control procedures that affect the processing of routine transac
tions such as control procedures over input of valid data (for example, check
digits or range controls) or processing of transactions (such as batch-control
totals). In addition, the auditor obtained an understanding of the computer
general control procedures to determine whether there was adequate assurance
that the programmed control procedures operated effectively during the year.
This increased level of understanding might be similar to that documented for
Vinco, Inc., in exhibits 5.15 and 5.16. The auditor also performed sufficient
tests of controls to support the lower control risk assessment.
9 SAS No. 45, Substantive Tests Prior to the Balance-Sheet Date (AICPA, Professional
Standards, vol. 1, AU section 313), indicates that assessing control risk below the maximum is not
required for extending audit conclusions from an interim date to the balance sheet date. However,
if the auditor does not intend to assess control risk below the maximum for the purpose of
modifying the timing of substantive tests, he or she should consider whether the effectiveness of
certain of the substantive tests to cover that period will be impaired.
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Nature and Extent of Audit Procedures Performed to
Obtain the Understanding
2.88 In obtaining an understanding of the internal control structure
policies and procedures that are relevant to audit planning, the auditor should
perform procedures to provide sufficient knowledge of the design of the
relevant policies, procedures, and records pertaining to each of the three
internal control structure elements and whether they have been placed in
operation. The auditor obtains that understanding of the internal control
structure through previous experience with the entity and—
•
Inquiries of appropriate management, supervisory, and staff person
nel.
•
Inspection of entity documents and records.
•
Observation of entity activities and operations.
In making a judgment about the nature and extent of these procedures, the
auditor considers the types of factors outlined in figure 2-7.

2.89 Knowledge of the types of misstatements occurring in prior audits
(for example, whether they were associated with accounting estimates,
whether they were routine errors that resulted from a lack of control conscious
ness, or whether they resulted from the lack of sufficient personnel to handle a
heavy seasonal workload) influences the nature of the inquiries about whether
changes have occurred in the internal control structure, including its policies,
procedures, and personnel, as well as the nature and extent of any such
changes. In a continuing audit, the auditor may also have significant experi
ence with and documentation of the internal control structure that will allow
the auditor to focus attention on system changes. For example, the auditor
might use prior experience with commercially available software, combined
with knowledge of how the software was installed in the entity’s accounting
system, to obtain an understanding of features of the internal control struc
ture. Though previous experience may affect the nature and extent of proce
dures performed to obtain the understanding, the level of understanding
should be sufficient to support the planned assessed level of control risk.

2.90 Some internal control structure policies and procedures are docu
mented in policy and procedure manuals, flowcharts, source documents, jour
nals, and ledgers. In these cases, inspection of the documentation and inquiries
of entity personnel may provide a sufficient understanding to plan the audit.
For example, budgetary control procedures normally provide documentation.
Inspecting some documentation of the investigation of variances from budgets,
together with making inquiries about the nature of the investigation, may be
sufficient to understand the design of the procedure and whether it has been
placed in operation.

2.91 In a simple system, such as the revenue class of transactions
depicted for Ownco, Inc., the auditor examined completed documents for
selected transactions and limited inquiries to employees who worked directly
with the transactions. The auditor examined selected sales orders to determine
whether they had been approved by the owner-manager and, as part of
understanding controls over the completeness assertion, observed the open files
and procedures to follow up on unmatched sales orders, shipping reports, and
sales invoices (exhibit 5.08).
2.92 In a more complex system, such as the revenue class of transactions
depicted for Young Fashions, Inc., observation and examination are often
more extensive. In this example, data about quantities ordered and quantities
shipped are input at remote locations, and significant computer processing is
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involved. The auditor did not observe this process at every location; however,
the auditor made inquiries about whether the same system was placed in
operation at each location (exhibit 5.12). Among other matters, the auditor
made inquiries about how data were input, the type of data captured by the
computer system, and how the master-price file was updated. During this
process, the auditor made inquiries about and observed access to programs and
data files and reviewed the computer output (that is, reports that were
produced).

2.93 Documentation may not be available for other internal control
structure policies and procedures. For example, the understanding of manage
ment’s philosophy and operating style may be obtained through prior experi
ence updated by inquiries of management and observation of their actions. In
Young Fashions, Inc., prior experience was updated by inquiries of the chief
executive officer, chief operating officer, and chief financial officer, focusing
on new developments in the current year. The auditor also made inquiries of
middle-management personnel in a position to observe the degree to which
management focused on growth in sales or earnings. In contrast, inquiries were
less extensive in an owner-managed entity such as Ownco, Inc., because
management and control are centralized with one individual. However, the
auditor made inquiries of others in the organization to corroborate the owner
manager’s representations. In both examples, the auditor also was able to
make observations related to management’s philosophy and operating style.

AAG-ICS 2.93

Copyright © 1990, American Institute of Certified Public Accountants, Inc.

9/95

9/95

AICPA Audit and Accounting Guides

Multiple locations
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Nature of the Entity's Documentation of
Specific Internal Control Structure Policies or
Procedures

Prior permanent file documentation of the
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Knowledge of prior misstatements
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May need to understand computer general
control procedures

Focus attention on methods of assigning
authority and responsibility

Procedures should be appropriate to understand
the relevant work performed by internal
auditor

Focus on whether relevant internal control
structure policies or procedures are placed in
operation

Procedures focus on changes, if any, in the
internal control structure to correct problems
Inquiries about changes in the internal control
structure

Effect on the Nature of Procedures

May perform more extensive procedures to
assure systems at multiple locations have not
changed

More extensive procedures performed through
the organization, such as inquiry of more
personnel

within internal audit

More extensive procedures may be necessary to
understand work performed by functions

Less extensive inquiry and observation to
understand design and placed in operation

Reduce extent of procedure to understand the
design of the internal control structure

Effect on the Extent of Procedures

Examples of Factors That Affect the Nature
and Extent of Procedures for an Understanding Sufficient To Plan the Audit
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2.94 In obtaining an understanding of the design of computer program
med control procedures and whether they have been placed in operation, the
auditor may make inquiries of appropriate entity personnel and inspect
relevant systems documentation to understand control procedures design and
may inspect exception reports generated as a result of such control procedures
to determine that they have been placed in operation.
2.95 The auditor’s assessment of inherent risk and judgments about
materiality for various account balances and transaction classes also affect the
nature and extent of the procedures performed to obtain the understanding.
For example, the auditor may conclude that planning the audit of the prepaid
insurance account does not require specific procedures to be included in
obtaining the understanding of the internal control structure.

Documenting the Understanding
2.96 Figure 2-8 presents the flowchart introduced in chapter 1 and
highlights the matters covered in this section. The auditor’s documentation of
the internal control structure should reflect an understanding sufficient to
plan the audit. For a business with a simple internal control structure, a
memorandum may be adequate. Flowcharts, questionnaires, and the like are
often used for documenting more complex internal control structures. How
ever, an auditor is not required to document procedures performed to obtain
the understanding.10

10 These procedures should be documented, however, if they also serve as tests of controls.
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FIGURE 2-8

Flowchart of the Auditor’s Consideration of the Internal Control
Structure and Its Relation to Substantive Tests for
Significant Assertions Related to Each Significant
Account Balance and Class of Transaction
Chapter 2 (paragraphs 2.2 to 2.7)
Consider a preliminary audit strategy (for signifi
cant assertions related to each significant
account balance and class of transaction) to

obtain an understanding sufficient to plan
the audit based on a planned assessed level of
control risk or planned level of substantive tests.
Audit Strategy: Obtain an understanding
relevant to an assertion sufficient to plan a
primarily substantive approach. (Evidence
about operating effectiveness acquired
while obtaining this understanding will nor
mally result in a control risk assessment at
or slightly below the maximum.)

Chapter 2 (paragraphs 2.12 to 2.61)
Obtain an understanding of relevant internal
control structure policies and procedures
sufficient to plan a primarily substantive
approach (considering their design and
whether they have been placed in operation).

Audit Strategy: Obtain an understanding
relevant to an assertion and perform tests of
controls to support a lower planned
assessed level of control risk.

Chapter 2 (paragraphs 2.62 to 2.84)
Obtain an understanding of relevant internal

control structure policies and procedures
sufficient to plan a lower assessed level of
control risk (considering their design and
whether they have been placed in operation).

Chapter 2 (paragraphs 2.96 to 2.100)
Document understanding.

Chapter 3 (paragraphs
3.35 to 3.43)
/^

No

Chapter 3 (paragraphs 3.44 to 3.48)

Do

procedures performed

to obtain the understanding
include tests of
controls? ^/^

Yes
Assess control
risk at the
maximum.

Document understanding.

Assess control risk (based
on evidence obtained about
operating effectiveness).

AICPA Audit and Accounting Guides

Plan and perform tests of controls to support
a lower planned assessed level of control risk

Chapter 3 (paragraphs 3.49 to 3.65)
Assess control risk (based on evidence
obtained about operating effectiveness)
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2.97 The auditor may concurrently obtain and document the understand
ing. For example, if the auditor uses a questionnaire to acquire the under
standing of the control environment, completion of the questionnaire may be
sufficient documentation. Similarly, the auditor may concurrently obtain an
understanding of and document the accounting system and control procedures
while preparing a flowchart. After preparing or obtaining the documentation
in one year, the auditor may be able to limit documentation in subsequent
years to updating the prior documentation to reflect changes in the internal
control structure.

2.98 Exhibits 5.03, 5.09, and 5.14 provide illustrations of three of many
possible formats for documenting the auditor’s understanding of the control
environment. Although these illustrations of memorandum and questionnaire
formats present the auditor’s understanding of control environment factors in
one location of the working papers, this is not required.

2.99 Although the auditor should consider the major factors of the control
environment, the documentation does not need to address factors that are not
significant to the control risk assessments or that are not applicable in the
circumstances. The auditor need only document the aspects of the control
environment that he or she believes are relevant to the financial statement
audit. For example, exhibit 5.03 does not address elements such as audit
committees or internal auditors because they are not relevant to this owner
managed business.
2.100 Exhibits 5.04 through 5.06, 5.09 and 5.10, and 5.15 and 5.16
provide examples of documentation of various aspects of the accounting
system and control procedures for Ownco, Young Fashions, and Vinco. These
examples include narratives, flowcharts, questionnaires, and combinations of
each. However, the auditor does not need to use each form of documentation.
In general, each of these forms of documentation addresses the following:
The classes of transactions that are significant to the entity’s
financial statements
How the transactions are initiated
The source documents
The accounting processing
The computer files, if any, involved, and how they are updated
The documents, journals, ledgers, and reports generated by the
accounting system
Control procedures
The financial reporting process used to prepare the financial state
ments

[The next page is 10,073.]
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Chapter 5
Summary of Exhibits
5.01 The following exhibits illustrate the types of workpapers an auditor
might prepare when obtaining an understanding of the internal control struc
ture and assessing control risk in an audit. In each exhibit, italics are used to
illustrate information completed by the auditor.

Workpaper
Reference

Exhibit Description

Paragraph

Comparison of exhibited companies

5.02

Memorandum documenting the
understanding of the control
environment
Flowchart documenting the understanding of the accounting sys
tem and some control procedures
for credit sales
Memorandum documenting the
understanding of the accounting
system and some control proce
dures for cash receipts and sales
returns, adjustments, and credits
Memorandum summarizing poten
tial risks of material misstate
ment for revenue and cash
receipts
Memorandum summarizing control
risk assessments below the maxi
mum
Memorandum documenting tests of
controls and specific control risk
assessments below the maximum
for sales and receivables

5.03

Ownco, Inc.

Perm. File
ICS-1
Perm. File
ICS-2

Perm. File
ICS-3

Perm. File
ICS-4

CR-1

C-2

Young Fashions, Inc.
IC-10

IC-20

IC-26

E-1

Questionnaire documenting the
understanding of the control
environment
Memorandum documenting the
understanding of the accounting
system and control procedures
for sales transactions
Flowchart documenting the under
standing of the accounting sys
tem and control procedures for
cash receipts
Memorandum summarizing the
control risk assessments for sales
and accounts receivable
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5.08

5.09
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5.11
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Workpaper
Reference

Exhibit Description

Paragraph

Vinco, Inc.

—

AAG-ICS 5.01

Summary of documentation relat
ing to the internal control struc
ture

5.13
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Ownership
Trading of common stock
Number of personnel
Top management
Accounting dept.
Total
Segregation of duties

Nature of business
Number of locations
Corporate structure

Company Description

10

200
Good

30

Limited

500
Good

continued

4

1

2

35

8

Nonpublic and closely held ownership
None

Single entity

Single entity
Sole owner
None

3

1

Vinco, Inc.
Domestic wine distributor
8
Single entity
Public
NYSE

Apparel manufacturer

Manufacturer of plastic worms

Young Fashions, Inc.

Comparison of Exhibited Companies
Ownco, Inc.
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5.02

Exhibit

AAG-ICS 5.02

AAG-ICS 5.02

Computer hardware
Data processing
Number of DP personnel
Revenue system

Accounting System

Client control documentation
Audit committee
Internal audit function

History of adjustments

estimates and cutoff
Partial
None
None

5

None
Batch

On-line entry, batch update

Mid-range mini-computer
Centralized

Microcomputer
Centralized

None
None

Typically relate to accounting

inventory, and closing adjustments
Nominal

Young Fashions, Inc.

Typically relate to tax accrual,

Ownco, Inc.

Comparison of Exhibited Companies—continued

27
On-line entry, batch update

Mainframe
Centralized

Extensive and complete
Yes, meets 3 times a year
Internal auditors are qualified and
perform work related to financial
statements

No adjustments required

Vinco, Inc.
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Sales order written by salesperson and
approved by credit manager

Sales order written by salesperson or
sent by customer. Approval by
computer program, which checks
valid customer number and
approves credit

Manual, no computer entry
Manual, no computer entry

Manual entry of data. Computer
generated sales invoice

Shipping report, bill of lading,
packing slip

Sales invoice

Manual, enter in computer upon
approval
Manual, enter quantities in computer
when shipment is prepared.
Computer-generated packing slip,
manual bill of lading
Customer and quantity data from
packing slip. Prices in master file.
Computer-generated sales invoice

continued

Billing program generates sales
invoice based on Daily Shipments
File and Master-Price File

Manual, enter in computer upon
receipt
Computer-generated based on Daily
Priced-out Sales Order File, which
includes scheduled shipment date

accounting records, supporting documents, machine-readable information, and specific accounts involved in the processing of transactions

Sales order written by salesperson and
approved by owner-manager who
closely monitors sales

Sales order

The

How is transaction initiated?
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Young Fashions, Inc.

Vinco, Inc.
Customer Master File
Master-Price File
Daily Priced-out Sales Order File
Daily Shipments File
Daily Cash Receipts File
Month-to-Date Sales File
Accounts Receivable Master File
General Ledger Master File

Financial reporting process
Significant accounting services
performed by auditor

No significant controls over financial
reporting

Financial statement captions
generated by general ledger
system. No significant controls
over financial statement drafting

Computer processes invoices and posts transactions to journals, subsidiary ledgers, and general ledger

Master-Price File
Outstanding Transactions File
Cumulative Sales File
Accounts Receivable Master File
General Ledger Master File

Accounting processing

Ownco, Inc.
Cumulative Sales File
Accounts Receivable Master File
General Ledger Master File

Computer media
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Exhibit
5.03

WP Index PERM. FILE ICS-1
CLIENT

Ownco, Inc.

BALANCE SHEET DATE 12/31

Completed by: mlw

Date: 9/30/X5

Reviewed by: jp

Date: 11/02/X5

Updated by: mlw

Date: 9/15/X6

Reviewed by: jp

Date: 10/29/X6

Updated by:

Date:

Reviewed by:

Date:

Updated by:

Date:

Reviewed by:

Date:

Updated by:

Date:

Reviewed by:

Date:

Understanding of the Control Environment

The Company manufactures plastic fishing worms at one location and is
managed by its sole owner, Ed Jones. Management of the company is domi
nated by Jones, who is responsible for marketing, purchasing, hiring, and
approving major transactions. He has a good understanding of the business
and the industry in which it operates. Jones believes that hiring experienced
personnel is particularly important because there are no layers of supervisory
personnel and thus, because of limited segregation of duties, few independent
checks of employees’ work. Jones has a moderate-to-conservative attitude
toward business risks. The business has demonstrated consistent profitability,
and because Jones considers lower taxes to be as important as financial results,
he has a conservative attitude toward accounting estimates.
Jones and Pat Willis, the bookkeeper, readily consult with our firm on routine
accounting questions, including the preparation of accounting estimates (tax
accrual, inventory obsolescence, or bad debts). Our firm also assists in assem
bling the financial statements.

The Company’s board of directors is composed of family members. The board
is not expected to monitor the business or the owner-manager’s activities.

Most of the significant accounting functions are performed by Willis, the
bookkeeper, and Jones’s secretary, Chris Ross. Willis was hired by the com
pany in 19X0, has a working knowledge of accounting fundamentals, and we
have no reason to question her competence. Willis regularly consults with our
firm on unusual transactions, and past history indicates that it is rare for
adjustments to arise from errors in the processing of routine transactions.

Jones made the decision to purchase a microcomputer and a turnkey account
ing software package. The source code is not available for this software. Access
to the computer and computer files is limited to Willis, Ross, and Jones, who
effectively have access to all computer files.
The owner-manager carefully reviews computer-generated financial reports,
such as reports on receivable aging, and compares revenues and expenses with
prior years’ performance. He also monitors the terms of the long-term debt
agreement that requires certain ratios and compensating balances.
AICPA Audit and Accounting Guides
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Exhibit

5.04

Page 1 of 2

WP Index PERM. FILE ICS-2

OWNCO, INC. SALES

Completed by:
Date:

m/w
9/30/X5

Prepare Sales
Order (Daily)

Reviewed by:
Date:

Jp
11/02/X5

At the time a sale is made, the Sales Rep. enters information
such as customer name and number, shipping and inventory
description, stock number, and price on a four-part prenum
bered sales order (S.O.) form. Written explanations of price
variances are attached.

Sales Rep.

Review and
Approve Sales
Orders (Daily)

The owner/manager (Mr. Jones) reviews each S.O. for proper
price, approves the extension of credit to the customer, and
signs the S.O. Copy #1 is sent to the bookkeeper. Additional
copies are sent to the warehouse, the salesman, and the

customer. Mr. Jones reviews sales orders after the fact on
return from being away.
Owner/Manager

Pending Sales
Order File
(Daily)

The bookkeeper receives approved S.O. #1 from the owner/
manager and files them numerically, pending receipt of the
shipping report.

Bookkeeper

Upon receipt of S.O. #2, the warehouse supervisor ensures
that the owner/manager has signed the S.O. and then has the
warehouse pull the goods and prepare the shipping report.

Prepare Shipping
Report (Daily)

Warehouse

The shipping clerk receives the shipping report, SO. #2,
and the pulled goods from the warehouse. The shipping clerk
verifies that the goods agree with the S.O. and the shipping
report, initials the shipping report, prepares the goods for
shipment, and ships the goods.

Review and
Approve (Daily)

Shipping Clerk

The shipping report goes to the bookkeeper to be matched
with the sales order. Copies also go to the customer, and to
the shipping supervisor (for filing in the shipping dept.).
#1
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WP Index PERM. FILE ICS-2

OWNCO, INC. SALES
Updated by:
Date:

m/w
9/15/X6

Reviewed by:
Date:

Jp
10/29/X6

#1

The bookkeeper enters stock number, quantity, prices, and
customer information into the microcomputer.

Input Information
Into Microcomputer
(Daily)

The computer prints sales invoices, and updates the cumula
tive sales and accounts receivable master files daily The
bookkeeper matches computer-generated invoices with sales
orders and shipping reports for completeness. The book
keeper also investigates unmatched sales orders and shipping
reports monthly. The original sales invoice (including a
breakaway remittance advice) is sent to the customer

Bookkeeper

Sales
Invoice

Accounts
Receivable
Subledger
(Updated
Daily)

The matched sales order, shipping report, and sales invoice
are stapled together and filed by sales invoice number

At the end of the day a procedure is run to post transactions to
the cumulative sales file, the accounts receivable master file,

Sales
Journal

Shipping and
Sales
Reports

and the general ledger.

(Printed
Weekly)

The owner/manager reviews sales reports and shipping
reports weekly.

Aged Trial
Balance

The owner/manager reviews the aged trial balance twice
monthly, and follows up on past due accounts. The
owner/manager pays particular attention to accounts over 30
days past due.

(Printed Twice
Monthly)

General
Ledger

Statements
to Customers
(Monthly)

Statements are mailed to customers monthly. The statement
asks for disputed balances to be discussed with Mr Jones,
the owner/manager.

The bookkeeper reconciles the accounts receivable subsidiary
ledger with the general ledger monthly.
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Page 1 of 1

WP Index PERM. FILE ICS-3
OWNCO, INC.
Understanding of the internal Control Structure
Completed by: mlw
Date: 9/30/X5
Reviewed by: jp
Date: 11/02/X5
Updated by: mlw

Date: 9/15/X6

Reviewed by: jp

Date: 10/29/X6

Updated by:

Date:

Reviewed by:

Date:

Updated by:

Date:

Reviewed by:

Date:

Updated by:

Date:

Reviewed by:

Date:

Understanding of Cash Receipts
Checks and remittance advices are received by Chris Ross, Ed Jones’s secre
tary. A complete listing of all checks received is prepared by Ross. The original
list is retained, and a copy is given to Pat Willis (the bookkeeper) along with
the checks and remittance advices.
Willis prepares the bank deposit and adds the account code to the items listed.
The deposit is then delivered to the bank, and a copy of the deposit slip,
receipted by the bank, is returned to Ross.

Ross compares the deposit slip with the original list of checks.
Willis inputs customer and cash receipts information into the microcomputer.
Willis runs the program that updates accounts receivable master file and cash
receipts file daily. Transactions are posted to the general ledger at the same
time. The cash receipts journal, subledgers, and general ledger are printed on
demand.
Willis compares the computer-generated accounts receivable subsidiary ledg
ers with the general ledger control account monthly. Willis also prepares the
bank reconciliation monthly, which is reviewed by Jones.
Returns, Adjustments, and Credits
All returns, adjustments, and credits are approved by Jones. Such transactions
are not entered into the computer by Willis without Jones’s approval. A report
of such transactions is printed monthly and is reviewed by Jones.

AAG-ICS 5.05

Copyright © 1990, American Institute of Certified Public Accountants, Inc.

9/95

9-105

CREDIT UNION AUDIT MANUAL

10,129

Summary of Exhibits

Exhibit

5.06

WP Index PERM. FILE ICS-4
OWNCO, INC.

Understanding of the Internal Control Structure
Completed by:
Date:

__ mlw ,
9/15/X6

Reviewed by:
Date:

jp_______
10/29/X6

Revenue and Cash Receipts
Summary of Potential Risks of Material Misstatements

Summarized below are matters noted while obtaining an understanding
of the revenue and cash receipts classes of transactions that may affect
the risk of material misstatement.
1.

2.
3.

4.

Sales and cash receipts should be posted to the respective journals
daily. However, no checks exist to assure that all transactions are
posted to the journals and the general ledger.
In addition to the owner-manager, the bookkeeper and the owner
manager’s secretary have access to all computer files.
There is no review of adjustments made to accounting records
through journal entries, except indirectly through review of monthly
financial statements.
As noted on ICS-1, accounting estimates are not adjusted by the
client during the year. (We propose adjustments to estimates at year
end.)

NOTE: The audit program [not illustrated here] adequately addresses these
issues.

[Ed Note: Some of the matters noted herein could be considered to be
“reportable conditions.” This example is intended to illustrate possible
documentation of the understanding of the internal control structure
and is not intended to illustrate communicating such matters.]
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Page 1 of 4

WP Index CR-1
Understanding of the Internal Control Structure, Control Risk
Assessment, and Impact on Substantive Procedures
CLIENT

Ownco, Inc.

Completed by: mlw

Date: 9/15/X6

BALANCE SHEET DATE 12/31/X6
Reviewed by: jp

Date: 10/29/X6

We obtained sufficient knowledge of the design of the control environ
ment, the accounting system, and control procedures to plan the audit,
and determined that the policies and procedures have been placed in
operation.
Workpapers related to our understanding of the internal control struc
ture are included at Perm. Files ICS-1 through ICS-13. [Only Perm. Files
ICS-1 through ICS-4 are illustrated in exhibits 5.03 to 5.06.]
Except as noted below, and on the reference workpapers, we have
assessed control risk to be at the maximum and have designed our
substantive audit procedures accordingly.
For those significant assertions related to the account balances indicated
below, we have assessed control risk at less than the maximum, and the
effects of such assessment have been reflected in our audit program. For
assertions for each account balance or class of transactions where con
trol risk has been assessed at less than the maximum, tests of controls
(this may include either knowledge of operating effectiveness learned
while obtaining the understanding of the internal control structure or
more extensive tests of controls to support the assessed level) have been
performed to provide evidential matter sufficient to evaluate the effec
tiveness of the policies and procedures relevant to the various assertions.
CASH
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ACCOUNTS RECEIVABLE

WORKPAPER REF C-2

[Illustrated at Exhibit 5.08]
Control risk is assessed as slightly below the maximum for the following
assertions: existence and valuation (other than the net realizable value objec
tive for which control risk is assessed at the maximum). Control risk for
completeness is assessed as moderate. Accordingly, primary audit evidence for
existence, ownership, and valuation (except net realizable value) will be
obtained by year-end confirmation of all key items (over $3,500), a nonstatisti
cal representative sample of the remaining population (see workpaper C-5 for
basis of sample size [not illustrated here]), and cutoff tests at year-end.
Evidence about the net realizable value objective will be obtained by proce
dures set forth in the audit program, which consider: subsequent cash collec
tions, the aged trial balance, analytical procedures, and review of specific
accounts with the owner-manager. Audit evidence for completeness will be
obtained by application of (1) year-end cutoff tests and (2) analytical
procedures applied to sales (comparison of the prior year’s sales and gross
profits to the current year’s sales and gross profits on a month-by-month basis,
together with discussions with the owner-manager and inspection of cor
roborating evidence for unexpected fluctuations).
INVENTORY

WORKPAPER REF D-5

[Not illustrated here]
Prior experience and tests of controls indicate that the client has good controls
over physical counts and pricing of material items in inventory. These tests of
controls provide sufficient evidence to support a low control risk assessment
for the existence and gross valuation assertions. (The auditor chose a strategy
of performing additional tests of controls to support a lower control risk
assessment for these assertions.)
FIXED ASSETS
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WP Index CR-1
WORKPAPER REF

OTHER ASSETS

ACCOUNTS PAYABLE

WORKPAPER REF N-3

[Not illustrated here]
Prior experience and tests of effectiveness of control structure policies and
procedures over accruals and payables support a moderate assessed level of
control risk for existence and completeness. It is most efficient to test payables
by reviewing all subsequent cash disbursements over $5,000.
ACCRUED LIABILITIES

WORKPAPER REF-

NOTES PAYABLE AND LONG-TERM DEBT

WORKPAPER REF—
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OTHER LIABILITIES

WORKPAPER REF-

SHAREHOLDERS’ EQUITY

WORKPAPER REF—

REVENUE ACCOUNTS

WORKPAPER REF X-8

[Not illustrated here]
Our tests of controls support that effective control structure policies and
procedures have been placed in operation during the year by the owner
manager primarily to review the reasonableness of recorded sales. A moderate
control risk assessment for completeness, existence, and valuation assertions
supports an audit strategy of using analytical procedures as the primary
substantive test (along with tests of receivables) for revenue accounts.
EXPENSE ACCOUNTS

WORKPAPER REF X-10

[Not illustrated here]
Our tests of controls support that effective control structure policies and
procedures have been placed in operation during the year by the owner
manager to review the reasonableness of expense accounts. A moderate control
risk assessment for existence and valuation assertions supports an audit
strategy of using analytical procedures as the substantive test for many
expense accounts. The primary test of completeness of expenses will be the
search for unrecorded liabilities and the review of subsequent cash disburse
ments.
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Page 1 of 3

WP Index CR-2
Tests of Controls

Relevant to Accounts Receivable
CLIENT
Ownco, Inc.BALANCE SHEET DATE 12/31/X6
Completed by: mlw
Date: 9/15/X6 Reviewed by: jp
Date: 10/29/X6

[Ed. Note: This workpaper includes a discussion of the results of the
tests of controls that support a control risk assessment below maximum
for certain assertions related to accounts receivable. (If control risk were
assessed at maximum for these assertions, tests of controls would not be
required.) With more extensive procedures, the auditor might have been
able to assess control risk lower for certain assertions.]
I have reviewed the permanent file documentation of the understanding of the
internal control structure (ICS) on W/P ICS-1, 2, 3, & 4. While confirming this
understanding, I performed the following procedures that provided some
evidence of the operating effectiveness of ICS policies and procedures relevant
to the audit of accounts receivable.
OVERALL CONTROL ENVIRONMENT ISSUES. During the period
9/11/X6 to 9/15/X6 I made inquiries of Jones regarding operating perform
ance for the year compared with prior years, new investments, and financing
activities during the year. He continues to demonstrate a conservative atti
tude toward business risks, and the company appears to have maintained a
significant cushion beyond working capital, dividend, and compensating bal
ance requirements of debt agreements. There has been no turnover of person
nel working directly with the accounting system. Based on inquiries of Jones
and Willis and examining computer reports during the review of the account
ing system, the company continues to use the same computer software as in
prior years, and no modifications have been made to the company’s computer
system.

AAG-ICS 5.08
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WP Index CR-2
OWNER-MANAGER INTERNAL CONTROL STRUCTURE POLICIES
AND PROCEDURES. During the period 9/11/X6 to 9/15/X6, inquiries were
made of Jones regarding the extent of his procedures to approve credit and
sales, review the sales and shipping reports, and review the accounts receiva
ble aged trial balance. In addition, inquiries were made of Pat Willis regarding
the extensiveness of the owner-manager review of computer reports. Jones’s
follow-up on older accounts was evident from our discussion of the accounts,
and corroborating inquiries of Willis and Ross indicate that receivables are
followed carefully by Jones. I also examined evidence of Jones’s follow-up
procedures by way of notations on aged trial balances and in correspondence
with customers. Jones also indicated that based on his approval of sales orders
and subsequent review of receivables, omissions, existence, or pricing errors of
significant amounts were unlikely. Willis indicated that on occasion Jones
questioned receivable balances and the pricing of sales included in such
balances. Because of this owner-manager involvement, large errors in quanti
ties and prices are unlikely.
ACCOUNTING SYSTEM AND RELEVANT CONTROL PROCEDURES.
Inquiries were made of Jones and Willis about the nature of the company’s
sales and cash receipt transactions and the ownership of receivables. Selected
transactions (see W/P XX-2 [not illustrated here]) were traced through the
accounting system to confirm the understanding of the system and significant
control procedures and to confirm our understanding that the company owns
its receivables. No errors were noted in the pricing, classification, or the time
period in which the transactions were recorded (several transactions were
chosen near month end). On 9/12/X6 I reviewed the open files for sales orders,
shipping reports, and follow-up procedures with Willis. Unmatched sales
orders were not over four days old, with the exception of one special order, of
which both Willis and Jones were aware. There were no unmatched shipping
documents. Based on inquiry of Jones, Willis appears to follow up on
unmatched sales orders and shipping reports at the end of the month and
randomly throughout the month, as time allows. Several bank reconciliations
were examined for unusual items, and one reconciliation was tested (see W/P
XX-3 [not illustrated here]).
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Based on the above tests of controls, involving inquiry of several individuals,
observation of personnel in the performance of their duties, examination of
evidence supporting the review of reports by management, the proper record
ing of transactions, and follow-up and reconciliation procedures performed by
Willis, control risk is assessed as indicated below for the following assertions or
audit objectives (otherwise control risk is assessed at the maximum):
1.
Completeness of recorded sales and receivables—moderate
2.
Existence of recorded sales and receivables—slightly below the
maximum
3.
Valuation of individual receivables at their gross amount—slightly
below the maximum
4.
Rights and obligations—not a significant assertion
On 2/1/X7 I made inquiries of Jones and Willis about changes in the
procedures discussed above. Both indicated that no changes had been made,
which is consistent with prior experience. In addition, several transactions for
the period 9/13/X6 to 12/31/X6 were traced through the system, and
procedures were performed to test year-end cutoff and bank reconciliations.
The above interim control risk assessments appear to be appropriate for the
entire year under audit.
2/18/X7 MLW
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Understanding of the Control Environment

CLIENT

Young Fashions, Inc.

Completed by: sdm

BALANCE SHEET DATE 09/30/X5

Date: 5/10/X5

Reviewed by: dgw

Date: 5/28/X5

An understanding of the control environment should be obtained on all
engagements. The control environment reflects the overall attitude, aware
ness, and actions of the board of directors, management, owners, and others
concerning the importance of control and its effect on establishing, enhancing,
or mitigating the effectiveness of specific control policies and procedures. The
control environment includes such factors as:

•

Management’s philosophy and operating style

•

The entity’s organizational structure

•

The functioning of the board of directors and its committees—
particularly the audit committee

•

Methods of assigning authority and responsibility

•

Management’s control methods for monitoring and following up on
performance—including internal auditing

•

Personnel policies and practices

•

Various external influences that affect an entity’s operations and
practices, such as examinations by bank regulatory agencies

The following form may be used to document the auditor’s understanding of
the control environment. In considering the various control environment
factors, attention should be focused on management’s overall attitude, aware
ness, and actions, rather than on specific items related to a control environ
ment factor.

MANAGEMENT PHILOSOPHY AND OPERATING STYLE
Points to Consider:
•

Dominance by one or a few individuals

•

Management’s attitude toward, and monitoring of, business risks

•

Management’s financial reporting philosophy
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•

•
•
•

Management’s willingness to consult with its auditors on accounting
issues and adjust the financial statements for likely misstatements
Management’s responsiveness to prior recommendations
Management priority given to the internal control structure
Control environment over accounting estimates

RELEVANT CONTROL ENVIRONMENT FEATURES:
The company is a young company (10 years old) and key management
decisions are made by a few officers (see organizational structure). The
company is primarily concerned with the business pressures associated with
operations and earnings growth. Management readily accepts adjustments on
clear-cut issues but is known to aggressively challenge proposed adjustments
involving accounting estimates. There are no formal controls over accounting
estimates and bonus arrangements (viewed as a key to increasing sales and
earnings), which may provide some bias to overstate earnings. Management
has made some changes to the internal control structure based on auditor
recommendations, but management’s priorities are in other areas.
ORGANIZATIONAL STRUCTURE
[Briefly describe the entity’s organizational structure (with organizational
chart attached if available).]
Points to Consider:
•
Clarity of lines of authority and responsibility
•
Level at which policies and procedures are established
•
Adherence to such policies and procedures
•
Adequacy of supervision and monitoring of decentralized operations
•
Appropriateness of organizational structure for size and complexity
of the entity

AAG-ICS 5.09

Copyright © 1990, American Institute of Certified Public Accountants, Inc.

9/95

9-115

CREDIT UNION AUDIT MANUAL

10,139

Summary of Exhibits

Page 3 of 8

WP Index IC-10
RELEVANT CONTROL ENVIRONMENT FEATURES:
The company is in the apparel business. Company headquarters are in
California, and manufacturing locations are in California, Texas, and South
Carolina. Significant operating and financial decisions are centralized in
company headquarters. Key decisions rest with an active management team
of the CEO (and majority shareholder), COO, CFO, and sales manager.
Virtually all operating decisions relative to data processing have been dele
gated to the DP manager. Divisional management reports to the COO and
divisional sales and profits are carefully monitored by the key management
team.

BOARD OF DIRECTORS AND ITS AUDIT COMMITTEE
[Describe the board of directors and audit committee.]
Points to Consider:
•
Existence of written charter for audit committee
•
Communication between the board, audit committee, and external
and internal auditors
•
Is audit committee an informed, vigilant, and effective overseer of
the financial reporting process and the company’s internal control
structure?
•
Regularity of meetings and qualification of members of audit com
mittee

RELEVANT CONTROL ENVIRONMENT FEATURES:
The board of directors consists of seven members, four officers of the company,
a nonofficer shareholder, and two outside directors (a lawyer and a banker).
The company has not formed an audit committee.

METHODS OF ASSIGNING AUTHORITY AND RESPONSIBILITY
Points to Consider:
•
Policies regarding acceptable business practice
•
Clear assignment of responsibility and delegation of authority
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•

Communication of employee job responsibilities, duties, and con
straints (including written job descriptions)

RELEVANT CONTROL ENVIRONMENT FEATURES:
Delegation of authority and responsibility is informal. Key officers actively
supervise business operations with the exception of data processing. Business
decisions affecting data processing are the responsibility of the DP manager.
Divisional management participates with key officers in making business
decisions, but authority rests largely at the top. There are few written policies
regarding acceptable business practices. A written policy does exist on invest
ments by key company personnel in vendors and suppliers. Other policies are
informal and discussed in employee orientation.

MANAGEMENT CONTROL METHODS
Points to Consider:
Board of directors’ review of entity performance
Adequate management control of business and accounting activities
Clear budget, profit, and other financial and operating objectives
Active communication and monitoring of such objectives
Active planning and reporting systems that monitor and communi
cate to management variances from planned performance
RELEVANT CONTROL ENVIRONMENT FEATURES:
The board of directors compares performance with projected results on a
quarterly basis. Budgets are set informally by key officers (rather than by
more formal methods involving middle management). Top management
reviews actual results against budget monthly for each division. Although
variations from budgets are reviewed on a regular basis, management does not
extensively document its follow-up procedures.
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INTERNAL AUDIT FUNCTION
Points to Consider:
•

Existence of internal audit function

•

Effect of internal audit on the risk of material misstatement in the
financial statements

•

Independence of internal audit function

•

Documentation of planning, work performed, and conclusions in
audit programs, workpapers, and reports

•

Management attention to the recommendations of internal audit

RELEVANT CONTROL ENVIRONMENT FEATURES:

The company does not have an internal audit function.

PERSONNEL POLICIES AND PROCEDURES
Points to Consider:
•

Background, experience, and competence of personnel

•

Personnel turnover

•

Personnel training

•

Employee workload

•

Resources necessary to discharge assigned duties

RELEVANT CONTROL ENVIRONMENT FEATURES:

The CFO has been on the job only for 18 months. There is some ongoing
employee turnover caused by low wages. In the current year, employee
turnover in the Texas manufacturing location has been higher than normal for
inventory and shipping personnel, who input significant information into the
computerized accounting system. In addition, some workload problems exist
during peak seasons (Dec.-Jan. and June-July). All personnel policies and
hiring practices for the DP department are the responsibility of the DP
manager, who tries to hire personnel with significant DP experience rather
than training entry-level personnel.
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EXTERNAL INFLUENCES

Points to Consider:
•
Monitoring and compliance requirements imposed by legislative or
regulatory bodies, or by others outside the entity (such as an active
review of bank loan agreements)
RELEVANT CONTROL ENVIRONMENT FEATURES:

The bank loan officer meets regularly with Young Fashions’ management to
monitor the company’s financial performance, which heightens management’s
consciousness about taking and monitoring business risks.

[Ed Note: The “RELEVANT CONTROL ENVIRONMENT FEA
TURES” section below presents a number of control environment
factors that may affect related computer data processing. Neither SAS
No. 55 nor figure 2-6 presents computer data processing as a separate
control environment factor. Factors affecting computer data processing
have been combined below for presentation purposes. However, it might
be more appropriate to consider such factors when considering relevant
control environment elements (as has been illustrated in chapter 2).]
COMPUTER PROCESSING
Points to Consider:
Management Philosophy and Operating Style
•
Management’s attitude toward its investments, risks, and benefits
of data processing
Organizational Structure
•
Is data processing centralized or decentralized? (Briefly describe
organization of data processing)
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Supervision and monitoring of data processing by senior manage
ment
•
Communication between management of accounting and data
processing departments
Methods of Assigning Authority and Responsibility
Management communication of scope of authority and responsibil
ity to data processing management
Documentation of data processing policies and procedures
•

Management Control Methods
Management monitoring of above policies and procedures
Management’s attitude, awareness, and actions regarding:
— Approving changes in systems and control policies and proce
dures
— Safeguarding programs and files
— Access to or destruction of documents, records, or assets
Review of computer activities by internal audit
Personnel Policies and Procedures
•
Policies and procedures for hiring, training, evaluating, promoting,
and compensating employees and giving them the resources neces
sary to discharge their assigned responsibilities.
RELEVANT CONTROL ENVIRONMENT FEATURES:
Data processing, which is centralized in the head office, operates an IBM
AS/400 with telecommunications links from divisional locations (15 terminals
at head office and 8 at divisional locations). Data from remote locations is
processed in batches rather than on an on-line basis. The company uses
primarily purchased software. Most of the purchased software is 3 to 5 years
old and, based upon the company’s rapid growth and diversification, is now
somewhat limited in its ability to keep pace with the company’s functional
business requirements. Vendor documentation is maintained, but DP manage
ment admits that documentation of changes could be better. Likewise, the
hardware/technical environment is nearing its capacity.
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Senior management does not appear to be sensitive to the functional and
technical limits of data processing, but nonetheless expects data processing to
effectively serve the company’s business needs and be accurate. Management
has delegated authority and responsibility to the DP manager and is not
actively involved in setting or monitoring policies, although the CFO and other
management personnel do review DP output, primarily for the purpose of
controlling operations. Although a formal DP security policy does not exist,
the DP manager has performed an assessment of sensitive programs and data
files to determine whether access restrictions are appropriate. The company
generally uses vendor authorized consultants to make system changes,
although the DP manager has made simple system changes.

Briefly discuss the significant elements of the internal control environment
that affect the risk of material misstatement in the financial statements.
MAJOR CONCERNS:
1.
The control environment is reflective of the company’s recent
growth. Many control method features, such as budgetary control or
the delegation of responsibility for data processing, are informal and
rely on monitoring by management at appropriate levels.

2.

Management incentives create an environment with a moderate

bias to overstate earnings.
3.

Turnover of personnel responsible for input of shipping and billing
information at the Texas division is likely to increase the risk of
routine processing errors. This problem was acute during peak
seasons.

[Ed Note: Some of the matters noted in this questionnaire could be
considered to be “reportable conditions.” This example is intended to
illustrate possible documentation of the understanding of the internal
control structure and is not intended to illustrate communicating such
matters.]
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Understanding of Class of Transactions:

CLIENT

Young Fashions, Inc.

Completed by: sdm

Date: 5/12/X5

Sales

BALANCE SHEET DATE 9/30/X5
Reviewed by: dgw

Date: 5/28/X5

1. How is the transaction initiated?
Nationwide sales force writes sales orders that are approved by credit man
ager in head office. Changes to master-price files occur as necessary to move
inventory. The sales manager reviews and approves authorized changes to the
master-price file by regularly reviewing a “was-is” report on price changes.
Personnel in sales manager’s office are responsible for updating master-price
file. Sales returns and allowances are not significant because the company’s
policy is to sell goods without the right of return, except under specific
circumstances.

2.

Describe the source documents that support the transactions.

Sales Orders —Manually written and approved (see above).
—Copy filed in accounting with sales invoice.
Bill of Lading—Manually written in shipping department.

—Copy filed in shipping.
Packing Slip —Prepared by computer; information describing items and
quantities shipped is input over terminal at each shipping
location.
—Copy filed in accounting with sales invoice.

Note: Information from the sales order and the bill of lading is input into the
computer through a remote terminal at divisional offices.
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3.

Describe the computer media that is used in the processing of
accounting information.

Master-Price File

Outstanding Transaction File
Cumulative Sales File

Accounts Receivable Master File
General Ledger Master File

4. Describe the documents and reports generated by the accounting
system.
Sales Invoice—The invoice is generated by the computer (see processing
below).

—Invoices are scanned by accounts receivable employees before
filing with packing slip and sales order.
Outstanding Orders Report—Prepared daily.

Unmatched Document Report—Lists unmatched sales orders, bills of lading,
packing slips, and sales invoices: prepared weekly and at month end.
Changes in Master-Price File—Run when changes are made. Filed in sales
manager’s office (see discussion on page 1 of this exhibit).
Sales Journal—Filed monthly.

Accounts Receivable Aged Trial Balance—Prepared weekly; month-end
reports are kept on hand.

Monthly Statements to Customers—No hard copies retained by the company.
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Weekly Sales Summary by Customer and by Inventory Product Number—
Copies are kept by sales manager.
General Ledger—Filed monthly.

5. Describe the accounting processing, records and files (including
how frequently they are updated), and other computer media that
are used to process the transaction, including how transactions are
reflected in journals of original entry and the general ledger.

Information on sales orders is input by sales department into an outstanding
transactions file daily.

Information on goods shipped is input daily to prepare packing slip, sales
invoice, and update outstanding transactions file. Transactions are posted
daily to the cumulative sales file and accounts receivable master file when
sales order, bill of lading, packing slip, and invoice information match.

See above for description of how changes to master-price file are initiated and
processed.
6. Describe control procedures understood while obtaining an under
standing of the control environment and the accounting system.
1.
Once a week, and at month end, an accounts receivable clerk
reconciles subsidiary ledgers with the general ledger control account.
2.

The computer generates a list of unmatched sales orders, bills of
lading, packing slips, and sales invoices weekly and at month end. A
clerk in accounts receivable follows up on items over five days old.

3.

The computer checks the numeric sequences of sales orders, bills of
lading, packing slips, and sales invoices.
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4.

7.

The DP manager periodically reviews an access violation report
that reports access violations such as DP personnel using utility

programs to modify data files or access to A/R master file and A/R
G/L transaction file by accounts receivable clerks.

Describe other control procedures that are relevant to the audit.
An understanding of additional control procedures is not considered necessary
to plan the audit.
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A/R Dept.
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UNDERSTANDING OF CASH RECEIPTS
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NOTE: Bank reconciliations are performed by an accountant
working under the direction of the CFO.

Updates Invoice Master and A/R Master File records to reflect payments.
Produces edit reports of accepted and rejected Remittance Advice transaction records.

—

—

Edits and validates Remittance Advice records on the A/R
Transaction File.

10,150
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Payment Processing Program:
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Summary of Control Risk Assessment
CLIENT

Young Fashions, Inc.

Completed by: sdm

Date: 5/19/X5

BALANCE SHEET DATE 09/30/X5
Reviewed by: dgw

Date: 5/28/X5

Control risk assessment relevant to: Sales/Accounts Receivable

Instructions: In the space provided below, address the relevant internal
control structure policies and procedures and the related tests of controls (this
may include either knowledge of operating effectiveness acquired while
obtaining the understanding of the internal control structure or additional
tests of controls) for assertions for which control risk is assessed at less than
the maximum.

Existence and Occurrence:
The accounting system requires that a sales invoice be matched with sales
order, bill of lading, and packing slip information before the cumulative sales
file and accounts receivable master file are updated. No invoices were noted
without a supporting sales order, bill of lading, or packing slip during my
examination of selected reports of unmatched documents. Based on discussions
with accounts receivable personnel on 5/11/X5 and with selected shipping
personnel at Texas and California locations on 4/18/X5 and 5/8/X5, respec
tively, invoices are not processed until all supporting information is available.
In addition, selected sales transactions (see W/P XX-4-1 [not illustrated
here] ) were traced through the system and all transactions represented valid
sales.
Inquiries of the accounts receivable clerks on 5/13/X5 indicated that these
clerks could access both the A/R master file and the A/R G/L transaction file,
and because of their access to the main menu at logon, they could modify
specific records that would not be detected by the monthly reconciliation of
the subsidiary ledgers to the general ledger. However, our substantive audit
procedures will include a review of all nonstandard general ledger transactions
to determine the propriety of any unusual entries. These clerks are also
responsible for the review of the DP output from the accounts receivable
system.
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Based on this examination of evidential matter, combined with the results of
extended inquiry of several individuals and corroborating observations, control
risk is assessed as slightly below the maximum.
Completeness:
Client internal control structure policies and procedures relevant to complete
ness relate primarily to the computer listing of unmatched sales orders, bills of
lading, packing slips, and sales invoices. Based on discussions with accounts
receivable personnel on 5/11/X5 and with selected shipping personnel at
Texas and California locations on 4/18/X5 and 5/8/X5, respectively, it
normally can take up to two weeks between the placing of a sales order and
shipment. It is rare, however, for an unmatched bill of lading or packing slip
to remain on the unmatched documents report for more than two days. This
was corroborated by examining the unmatched documents report for selected
days (see W/P XX-4-2 [not illustrated here ]) where the longest period a bill
of lading or packing slip was outstanding was two days. Selected transactions
on these reports were traced to underlying documents with no exceptions.
Based on this examination of evidential matter, combined with the results of
inquiry of accounts receivable and shipping personnel and corroborating
observations, control risk is assessed as slightly below the maximum.

Rights and Obligations:
Control risk is assessed at the maximum.

Valuation and Allocation:
Gross Valuation of Receivables and Sales
Internal control structure policies and procedures include good user depart
ment controls in sales over changes to the master-price files. Inquiries of the
sales manager and employees in the sales manager's office on 5/11/X5, and
examination of selected “was-is" computer reports of master-price file changes
(see W/P XX-4-3 [not illustrated here indicate that this aspect of valuing
gross receivables is carefully reviewed. Supporting documentation for selected
price changes was also examined, and no exceptions were noted.
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Invoice quantities, however, are not subject to the same control procedures.
Past history indicates that immaterial quantity errors do occur during heavy
seasonal periods. This history appears not to have changed based upon review
of correspondence with customers and responses to inquiries of accounts
receivable personnel. However, no such errors were noted in the current period
that approached amounts equivalent to tolerable misstatement. Also, a greater
concern exists relative to Receivables involving the Texas operation because of
high turnover of personnel.
Based on the above tests of controls, control risk is assessed as slightly below
the maximum except the Texas operation, where control risk is assessed at the
maximum.

Net Valuation of Receivables
Control risk is assessed at the maximum.

Presentation and Disclosure:
Control risk is assessed at the maximum.
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On 10/15/X5 inquiries about changes in the internal control structure were
made of the CFO, the DP manager, and accounts receivable personnel. No
significant changes were made to the systems affecting the existence and
occurrence and completeness assertions, and objective of gross valuation of
sales and receivables. The gross valuation objective, however, was affected by
changes in key accounting personnel. These inquiries were corroborated by
inquiries made on 10/18/X5 of personnel at the California manufacturing
location, by observations of employees in the performance of their duties, and
by examining selected transactions at the Texas location 17 for the period
5/1/X5 to 9/30/X5. Based on these tests, the above control risk assessments
appear to be valid for the entire year.
sdm 10/21/X5

dgw 11/20/X5

17 See W/P XX-4-4 [not illustrated here] for results of examining selected transactions. This
selection was increased over planned tests that assumed no turnover in accounting personnel.
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VINCO, INC.

Summary of Documentation Relating to the Internal
Control Structure
5.13 The following examples of documentation of the understanding of
the internal control structure and control risk assessments for Vinco, Inc.,
would be included in the workpapers. These illustrations indicate the types of
workpapers that might be prepared. Certain workpapers are listed or referred
to that are not included, to indicate that related documentation would exist.
Readers should assume that this documentation shows that an effective
internal control structure has been designed and placed in operation. Other
methods of documenting the understanding and control risk assessments are
appropriate, and the examples are not intended to be exclusive of other
methods.

Workpaper
Reference
C-10
R-10

R-20
R-30
R-40
R-50

R-60

G-10
Various
R-1 to R-4

R-5

Exhibit Description
Control Environment Questionnaire
Questionnaire Documenting Understand
ing of Accounting Systems and Control
Procedures
Documentation of the Order Entry Func
tion [not illustrated in this exhibit]
Documentation of the Shipping Function
[not illustrated in this exhibit]
Flowchart and Questionnaire Docu
menting the Billing Function
Documentation of the Cash Receipts Func
tion [not illustrated in this exhibit]
Flowchart and Questionnaire Docu
menting the Collection Efforts Function
Questionnaire Documenting Computer
General Control Procedures
Summary of Additional Tests of Controls
Summary of Risk Assessments and Audit
Approach for Assertions Relating to
Receivables and Revenues
Update of Risk Assessments for Receiv
ables and Revenues
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Control Environment Questionnaire

Vinco, Inc.
BALANCE SHEET DATE
12/31/X4
Completed by: RS Date: 9/11/X4 Reviewed by: PH Date: 10/4/X4

CLIENT

Completed by:

Date:

Reviewed by:

Date:

Completed by:

Date:

Reviewed by:

Date:

MANAGEMENT PHILOSOPHY AND OPERATING STYLE
Management’s philosophy and operating style have a significant influence on
the control environment—particularly when management is dominated by one
or a few individuals. Management’s philosophy and operating style should
create a positive atmosphere in which the risk of misstatements is reduced and
that is conducive to the effective operation of the accounting system and
control procedures.
Yes,
No, N/A

Comments

Are management and operat
ing decisions dominated by one
or a few individuals?

No

Does management adequately
consider the potential effects of
taking large or unusual busi
ness risks prior to doing so?

Yes

Management is conservative in
taking business risks and in
selecting accounting policies.

Are business risks adequately
monitored?

Yes

Although there is some pres
sure from shareholders to
improve earnings and divi
dends, this has not yet affected
management’s position on
accounting issues.
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Yes,
No,N/A

Comments

Management’s financial report
ing philosophy is best charac
terized as (circle one):
Maximize income
Smooth Earning Growth
Minimize Taxable Income
Other___________________
Is management willing to
adjust the financial statements
for misstatements that
approach a material amount?

Yes

Does management adequately
consult with its auditors on
accounting issues?

Yes

Has management been respon
sive to prior recommendations
from its auditors?

Yes

Is a high priority given to
internal control structure?

Yes

Has management established
adequate control policies and
procedures over accounting
estimates?

No
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We meet regularly with man
agement to discuss accounting
and auditing issues, and there
have been no disagreements
over audit adjustments or
internal control recommenda
tions.

Management has not estab
lished such controls to cause us
to modify a heavily substantive
approach.
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Yes,
No, N/A

Has management established a
control environment that mini
mizes biases that may affect
accounting estimates?

Comments

Yes

ORGANIZATIONAL STRUCTURE
An entity’s organizational structure provides the overall framework for plan
ning, directing, and controlling operations. As organizational structures vary,
an entity’s control structure policies and procedures should also vary to fit the
needs and circumstances.

Briefly describe the type of entity and its organizational structure (obtain an
organizational chart if it is available).
Senior management maintains a high degree of centralized control. Operating
policies are determined centrally by senior management. General managers
supervise local operations. (See Organization Chart at C-11.)

Yes,
No, N/A

Comments

Entity
Is the organization of the
entity clearly defined in terms
of lines of authority and
responsibility?

Yes

Are policies and procedures for
authorization of transactions
established at an adequately
high level?

Yes

AAG-ICS 5.14

Senior management group.
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Yes,
No, N/A

Are such policies and proce
dures adequately adhered to?

Yes

Is there adequate supervision
and monitoring of decentral
ized operations?

Yes

Is the organizational structure
appropriate for the size and
complexity of the entity?

Yes

Comments

VP operations works closely
with general managers.

Accounting and Data Processing
Is management actively
involved in supervision of data
processing?

Yes

Is there sufficient communica
tion between management of
the accounting and data
processing departments?

Yes

Are accounting and data
processing centralized or decen
tralized?
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VP administration, controller
and DP manager regularly dis
cuss current issues and
problems. VP administration is
concerned about adequate gen
eral control procedures and
reliability of reports and infor
mation from DP.

Centralized.
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Yes
No, N/A

Is there sufficient supervision
and monitoring of decentral
ized operations?

Comments

N/A

BOARD OF DIRECTORS AND AUDIT COMMITTEE
The audit committee (or an equivalent function on the board of directors)
should take an active role in overseeing the entity’s accounting and financial
reporting policies and procedures.
Yes
No, N/A
Are there regular meetings of
the board of directors (or com
parable bodies) to set policies
and objectives, review the
entity’s performance, and take
appropriate action, and are
minutes of such meetings pre
pared and signed on a timely
basis?

Yes

Does an audit committee exist?

Yes

Does the audit committee
represent an informed, vigi
lant, and effective overseer of
the financial reporting process
and the company’s internal
controls?

Yes

AAG-ICS 5.14

Comments

Consists of three independent
board members.
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Yes,
No, N/A

Comments

Has the board of directors writ
ten a charter for the audit com
mittee, outlining its duties and
responsibilities?

No

Responsibilities are communi
cated informally.

Does the audit committee ade
quately assist the board in
maintaining a direct line of
communication with the
entity’s external and internal
auditors?

Yes

Meets twice a year with us to
review scope and results of our
work. Meets twice with inter
nal auditors.

Does the audit committee have
adequate resources and author
ity to discharge their responsi
bilities?

Yes

Is this evidenced by:

• Regular meetings held?

Yes

• The appointment of quali
fied members?

Yes

• Minutes of meetings?

Yes

Three times a year.

Copies of minutes at WP PF-12
[not illustrated].

METHODS OF ASSIGNING AUTHORITY AND RESPONSIBILITY
The methods of assigning authority and responsibility should result in clear
understanding of reporting relationships and responsibilities established
within entity.
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Yes,
No, N/A

Comments

Entity
Have appropriate entity poli
cies regarding such matters as
acceptable business practices,
conflicts of interest, and codes
of conduct been established and
are they adequately communi
cated? (Briefly describe the
extent of such policies and
practices.)

Yes

Is there a clear assignment of
responsibility and delegation of
authority to deal with such
matters as organizational goals
and objectives, operating func
tions, and regulatory require
ments?

Yes

Are employee job responsibili
ties, including specific duties,
reporting relationships, and
constraints clearly established
and communicated to employ
ees?

Yes

AAG-ICS 5.14

See workpaper C-50 [not illus
trated] for conflicts-of-interest
policy.

Even though there is only par
tial documentation of employee
job descriptions, responsibili
ties are clarified through regu
lar contact.
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Yes

No, N/A

Comments

Has management clearly com
municated the scope of author
ity and responsibility to data
processing management?

Yes

Senior management meets reg
ularly with DP management to
monitor operating problems,
current system projects, and
future needs.

Is there adequate computer
systems documentation indi
cating the procedures for
authorizing transactions and
approving systems changes?

Yes

Is there adequate documenta
tion of data processing policies
and procedures?

Yes

Data Processing

MANAGEMENT CONTROL METHODS
Management control methods affect management’s direct control over the
exercise of authority delegated to others and its ability to effectively supervise
overall company activities. Management should establish appropriate control
methods (considering the authority delegated to others) in order to (1) super
vise company activities and performance, (2) detect indicators of possible
misstatements, and (3) monitor and approve changes to accounting systems
and control procedures.
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Yes,
No, N/A

Does management have clear
objectives in terms of budget,
profit, and other financial and
operating goals?

Are such objectives:
• Clearly written?

Yes

Yes

• Actively monitored?

Yes

Has the entity established
planning and reporting systems
that set forth management’s
plans and the results of actual
performance (list systems rele
vant to planning the audit)?

Yes

• Adequately communicate
variances to the appropriate
level of management?

AAG-ICS 5.14

The budgeting system is well
developed, including follow-up
activities. See workpaper C-30
for review of significant budget
variations and discussions with
management.

Yes

• Actively communicated
throughout the entity?

Do the planning and reporting
systems in place:
• Adequately identify vari
ances from planned per
formance?

Comments

Yes

Yes
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Yes,
No, N/A

Does the appropriate level of
management:
• Adequately investigate vari
ances?

Comments

Yes

• Take appropriate and
timely corrective action?

Yes

Has management established
procedures to prevent unautho
rized access to, or destruction
of, documents, records, and
assets?

Yes

Data Processing
Has management established
policies for developing and
modifying accounting systems
and control procedures?

Yes

Has management established
policies for controlling access to
programs and data files?

Yes

Does management adequately
monitor such policies?

Yes
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The company has established
standards for development of
accounting systems and control
procedures and their documen
tation.

Management regularly reviews
compliance with these stan
dards, including internal audit
review (see G-10).

AAG-ICS 5.14

9-142

CREDIT UNION AUDIT MANUAL

10,166

Internal Control Structure

Page 11 of 15

WP Index C-10
INTERNAL AUDIT FUNCTION
The internal audit (IA) function should provide an independent and effective
mechanism to examine and evaluate the adequacy and effectiveness of other
internal control structure policies and procedures.
Yes,
No, N/A

Comments

Does the entity have an inter
nal audit function?

Yes

Does the work of the internal
auditor reduce the risk of mate
rial misstatement in the finan
cial statements (or does it focus
primarily on operational audit
ing)?

Yes

See workpaper C-40 for review
of internal audit workpapers.

Is the internal audit function
independent of the activities
they audit?

Yes

IA Manager reports to presi
dent and meets regularly with
the audit committee.

Does the internal audit func
tion report to the audit com
mittee or other independent
body?

Yes

Twice annually.

Is the internal audit function
adequately staffed in terms of
the number of employees and
their training and experience?

Yes

AAG-ICS 5.14
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Yes

No, N/A

Comments

Do internal auditors document
the planning and execution of
their work by such means as
audit programs and
workpapers?

Yes

IA audits a wide range of
financial and operating areas.

Do internal auditors render
written reports on their find
ings and conclusions?

Yes

They have good standards for
documenting and reporting the
results of their work.

Does management take ade
quate and timely actions to
correct conditions reported by
the internal audit function?

Yes

PERSONNEL POLICIES AND PRACTICES
The entity’s personnel policies and practices should have a positive influence
on the entity’s ability to employ sufficiently competent personnel to accom
plish its goals and objectives. In considering the effect of personnel policies and
procedures on the audit, they may affect the organization as a whole or
particular aspects of the organization (e.g., data processing) or accounting
systems (e.g., payroll vs. purchases and acquisitions). Where appropriate,
identify accounts or transactions cycles that may be specifically affected by
personnel issues, such as high turnover of personnel.
Yes

No, N/A
Do client personnel appear to
have the background and expe
rience for their duties?
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Yes,
No, N/A

Comments

Do client personnel understand
the duties and procedures
applicable to their jobs?

Yes

Is the turnover of accounting
personnel relatively low?

Yes

Normal turnover.

Does the entity provide for
adequate training of new per
sonnel?

Yes

Mostly through close supervi
sion where needed.

Does the workload of the client
personnel appear to permit
them to be mindful of control
ling the quality of their work?

Yes

Heavy management workloads
are normal, but not a problem.

Does previous experience with
the client indicate sufficient
competence on the part of cli
ent personnel?

Yes

There is generally a high level
of experience, training, and
qualifications of company per
sonnel.

Does previous experience with
the client indicate sufficient
integrity on the part of client
personnel?

Yes

Has management provided
employees with the resources
necessary to discharge their
assigned duties?

Yes

AAG-ICS 5.14
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EXTERNAL INFLUENCES
To be considered an effective factor in an entity’s control environment, parties
outside an entity should exert sufficient influence to heighten management’s
consciousness of, and attitude toward, the conduct and reporting of an entity’s
operations, or prompt management to establish specific internal control struc
ture policies and procedures.
Yes,
No, N/A

Is the entity subject to moni
toring and compliance require
ments imposed by legislative
and regulatory bodies?

No

Do other parties outside the
entity actively review and fol
low up on the entity’s actions
(such as an active review of
bank loan agreements)?

No

Comments
There are no external influ
ences that have a significant
effect on the company’s inter
nal control structure.

SUMMARY OF SIGNIFICANT POLICIES AND PROCEDURES AND
EFFECT ON AUDIT STRATEGY

Briefly discuss the significant elements of the internal control environ
ment that affect the risk of material misstatement in the financial
statements.
The control environment reflects an excellent atmosphere conducive to the
effective operation of the accounting system and control procedures. There are
strong direct control methods, including responsibility reporting and internal
audits.
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Thus, the risk of material misstatement is reduced in many elements of the
financial statements and will be considered in our control risk assessments. In
addition, the audit strategy will not require extensive testing at all locations,
and some work can be performed prior to the balance sheet date.
SUMMARY OF TESTS OF CONTROLS

Briefly summarize the tests of controls (if any) performed to test the
operating effectiveness of the significant policies and procedures.
The understanding of the control environment was based on prior experience
with the entity, regular meetings with management since the last audit, and
observation and inquiry of management during audit planning (9/8/X4 to
9/11/X4).

The influence of management’s philosophy and operating style, the audit
committee, methods of assigning authority and responsibility, and a positive
attitude toward control consciousness were tested through regular meetings in
the current year to discuss accounting issues (see Workpaper C-8 [not illus
trated]).
Other procedures that influenced this overall assessment of an effective
control environment include:
Tests of management’s review of budget variations

C-30

Tests of internal audit

C-40

AAG-ICS 5.14
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Understanding of Accounting Systems and Control Procedures
CLIENT

BALANCE SHEET DATE 12/31/X4

Vinco, Inc.

Completed by:

Roger Smith

Reviewed by:

Paul Harmon

Date: 9/13/X4

Date: 10/1 /X4

These detailed questionnaires may be used by the auditor in obtaining an
understanding of control procedures necessary to support a control risk assess
ment below the maximum.

IDENTIFY CYCLES (AND THE RELATED FUNCTIONS) FOR WHICH A
CONTROL RISK ASSESSMENT SIGNIFICANTLY BELOW THE MAXI
MUM IS DESIRED:
Revenue Cycle (includes receivables and revenues): this cycle includes the
following functions: order entry, shipping, billing, cash receipts, and collection
efforts.

IDENTIFY RELATED ASSERTIONS FOR WHICH A CONTROL RISK
ASSESSMENT BELOW THE MAXIMUM IS DESIRED:
Existence, occurrence, completeness, and the objective that receivables are
stated at their gross value (relates to the valuation assertion). For the
realizable value objective of the valuation assertion, the planned control risk
assessment is moderate (see documentation at R-60and R-40).

FOR EACH FUNCTION COMPLETE THE APPROPRIATE DOCUMENTA
TION:
Order entry: see R-20

[not illustrated in this exhibit]

Shipping: see R-30

[not illustrated in this exhibit]

Billing: see R-40
Cash receipts: see R-50

Collection efforts: see R-60
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VINCO, INC.
ACCOUNTING SYSTEM— BILLING FUNCTION

WP Index R-40

AAG-ICS 5.15

Copyright © 1990, American Institute of Certified Public Accountants, Inc.

9-149

CREDIT UNION AUDIT MANUAL

10,173

Summary of Exhibits

Page 3 of 8

WP Index R-40
Control Procedures Questionnaire Billing Function
CLIENT

BALANCE SHEET DATE 12/31/X4

Vinco, Inc.

Completed by:
Reviewed by:

Roger Smith

Date: 9/13/X4

Date: 10/1 /X4

Paul Harmon

Objective:
All shipments made should be billed and recorded in the general ledger and
subsidiary records.
Yes

No, N/A Comments
Are prenumbered shipping documents used
and is the sequence accounted for?

Yes

(a)

Are control totals of shipments made
reconciled with totals of sales invoices
processed?

Yes

(b)

Are input validation controls used?

Yes

(c)

Are sales invoices matched with shipping
documents (or based on a file of shipments
made)?

Yes

(d)

Are control totals of sales invoices
processed reconciled with sales amounts
posted to the accounts receivable master
file?

Yes

(e)
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Yes,
No, N/A Comments
Are control totals of sales invoices
processed reconciled with sales amounts
posted to the general ledger?

Yes

(f)

Is the receivables account in the general
Yes
(g)
ledger reconciled with the accounts
receivable master file on a regular basis?
(a) The Order Entry Program issues sequentially numbered bills of
lading for each day’s scheduled shipments based on the Daily
Priced-Out Sales Order File. The sequence is subsequently
accounted for: see (b) for details.
(b) Upon receiving bill of lading packages from the warehouses, the
accounting clerk uses an adding machine to prepare batch totals of
quantities shipped. She then enters on the terminal the batch totals
and data from the individual bills of lading. The Billing Program
prepares its own batch totals from the individual bills of lading and
produces a report listing any differences from the totals entered by
the accounting clerk. The Billing Program also checks the numeric
sequence of bills of lading and reports any breaks in the sequence.
Differences are investigated by a second clerk and resolved before
further processing.
(c) The Billing Program includes programmed application control pro
cedures such as (1) completeness controls to ascertain that bill of
lading input fields (such as customer number and quantity shipped)
contain data, (2) a check of digits to ascertain that customer and
product numbers are valid, and (3) numeric and range controls to
determine that customer number, product number, and quantity
shipped fields contain only numeric characters that are within
prescribed ranges. Input that violates any of these controls results in
an error message and must be corrected before further processing.

AAG-ICS 5.15
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(d)

(e)

(f)

(g)

The Billing Program prepares the Daily Shipments File based on
shipping data input by the accounting clerk. The program compares
the Daily Shipments File with the Daily Priced-Out Sales Order File
and produces a report listing differences between quantities actually
shipped and quantities scheduled for shipment. Differences are
investigated by the accounting clerk, and corrections are entered on
the terminal. The Billing Program then produces invoices and the
Daily Sales File.
The A/R Update Program processes the Daily Sales File and the
Daily Cash Receipts File to update the A/R Master File. The
program takes daily sales and cash receipts totals and uses these to
reconcile the accounts receivable subledger balance with the prior
day’s balance.
The Sales Accumulation Program processes the Daily Sales File
to update the Month to Date (MTD) Sales File. At month end, the
G/L Program processes the MTD Sales File to update the accounts
in the General Ledger File. Each day, the program reconciles the
total added to the MTD Sales File with the daily sales invoice
listing.
An accounts receivable clerk reconciles the A/R Master File with
the G/L control accounts monthly.
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Control Procedures Questionnaire Billing Function
CLIENT

BALANCE SHEET DATE 12/31/X4

Vinco, Inc.

Completed by:

Roger Smith

Date: 9/13/X4

Reviewed by:

Paul Harmon

Date: 10/1 /X4

Objective:
Billings should be based on shipments made, should be accurately computed,
and should be accurately and promptly summarized and recorded in the
correct accounts in the general ledger and subsidiary records.
Yes

No, N/A Comments
Are quantities billed compared with shipping
documentation?

Yes

(a)

Are control totals of shipments made
reconciled with totals of sales invoices
processed?

Yes

(b)

Are invoices calculated using an approved
price list or master-price file?

Yes

(c)

Is the mathematical accuracy of invoice
calculations periodically rechecked?

No

(d)

Is the mathematical accuracy of report totals
periodically rechecked?

No

(e)

AAG-ICS 5.15
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(a)

(b)

(c)

(d)
(e)

The Billing Program prepares the Daily Shipments File based on
shipping data input by the accounting clerk. The program compares
the Daily Shipments File with the Daily Priced-Out Sales Order File
and produces a report listing differences between quantities actually
shipped and quantities scheduled for shipment. Differences are
investigated by the accounting clerk, and corrections are entered on
the terminal. The Billing Program then produces invoices and the
Daily Sales File.
Upon receiving bill of lading packages from the warehouses, the
accounting clerk uses an adding machine to prepare hash totals of
bill of lading numbers and batch totals of quantities shipped. She
then enters on the terminal the hash and batch amount of the
individual bills of lading. The Billing Program prepares its own hash
and batch totals from the individual bills of lading and produces a
report listing any differences from the totals entered by the account
ing clerk. Differences are investigated by a second clerk and
resolved before further processing.
Invoice amounts are calculated by the Order Entry Program (see
R-20 [not illustrated in this exhibit]) using the approved master
price file. A tape-librarian management system is used to provide
assurance that the correct master-price file is used.
The entity relies on the Order Entry Program for accuracy of
invoice calculations and does not recheck calculations.
The entity relies on the Billing Program and other programs to
produce accurate report totals and does not recheck these totals.
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WP Index R-60
Control Procedures Questionnaire Collection Effort Function
CLIENT

Vinco, Inc.BALANCE SHEET DATE 12/31/X4

Completed by:

Roger Smith

Date: 9/13/X4

Reviewed by:

Paul Harmon

Date: 10/1 /X4

Objective:
Accounts receivable should be recorded at net realizable value.

Yes,
No, N/A Comments
Does the entity perform adequate follow-up
procedures for collection of past-due
receivables?

Yes

(a)

Are write-offs approved by management and
processed on a timely basis?

Yes

(b)

Yes
Does the entity regularly monitor the
(c)
adequacy of its reserve for uncollectible
accounts and establish appropriate
provisions?
(a) Letters are mailed to the customer at various stages between 30 and
90 days past due. After accounts are 90 days past due, they are
turned over to a collection agency (based on region of the country).
No further credit is allowed. The controller maintains regular con
tact with the collection agencies.
(b) After accounts reach 180 days past due, they are written off, unless
collection is imminent (according to collection agency). Write-offs
are approved by the controller.
(c) Each month, management adjusts the reserve after performing an
in-depth analysis of past-due accounts and estimates the uncollecti
ble portions based on knowledge of each customer’s payment history
and financial condition. The company relies on the computer system
to produce accurate aging information and performs only a reasona
bleness review. Each quarter, the formula is adjusted if necessary.

AAG-ICS 5.15
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WP Index G-10
Computer General Control Procedures Questionnaire
CLIENT

BALANCE SHEET DATE 12/31/X4

Vinco, Inc.

Completed by:
Reviewed by:

Roger Smith

Date: 9/13/X4

Paul Harmon

Date: 10/1 /X4

“Computer general control procedures” are intended to ensure that applica
tion systems, including programmed control procedures, operate consistently
and properly, and that data and programs are adequately secured.

This questionnaire may be used to document the audit team’s understanding
of computer general control procedures. It includes two parts:
I.

Background information about the computer processing function

II.

Understanding of computer general control procedures

I.

BACKGROUND INFORMATION
This section may be used to document relevant background informa
tion about the computer function to provide a proper perspective for
the review of computer general control procedures.

A.

HARDWARE AND SYSTEMS SOFTWARE
List the significant hardware and systems, including separate
locations (if any):

—

IBM 4381-2 computer

—

DOS/VS operating system

—

IBM 3270 CRTs in each warehouse

—IBM utilities software
—Data bases (receivables, payables, inventory)
—Security software (GASP)

—Librarian software (GULP)
AICPA Audit and Accounting Guides
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B. APPLICATIONS
List the major computer-based application systems:

—Revenue cycle, including cash receipts and inventory update
(on-line, batch update)

—Payroll (batch)
—Payables/disbursements, including inventory update (online, batch update)

C. COMPUTER ORGANIZATION AND MANAGE
MENT
Consider the organization and management of the computer
function using the following questions:
Yes

No, N/A
Does the person responsible for the day-to-day activities (e.g.,
the systems manager) report to a sufficiently high level in the
organization to heighten the visibility of computer processing
from a management perspective?

Yes

Is the computer systems department well structured with defined
communication and reporting channels?

Yes

Is there a long-range computer systems plan that is based on and
supports the strategic business plan?

Yes

Does a computer systems steering committee (or some other
management group) regularly review computer systems
department projects, establish priorities, and monitor progress to
ensure that they are in line with the entity’s objectives?

Yes

Are there appropriate personnel policies (e.g., hiring,
promotion, retention, vacation, etc.)?

Yes

AAG-ICS 5.16
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Yes

No, N/A
Do computer systems personnel have no duties
in other departments and have no access
to, or responsibility for, the disposition of
company assets or the accounting distribution
thereof?

Yes

Yes

Is there adequate segregation of duties be
tween operations, system programming, appli
cation programming, and data control?

[Ed. Note: This listing is not necessarily all-inclusive.]
Comments:
See organization chart G-10 (in this exhibit). See minutes of computer
systems steering committee at G-20 [not illustrated in this exhibit ].
There are several significant applications with complex processing (e.g.,
revenue cycle, payables/disbursements cycle) where it may be
appropriate to obtain an additional understanding of the accounting
system and control procedures. Therefore, it is also appropriate to obtain
an understanding of computer general control procedures.

II.

COMPUTER GENERAL CONTROL PROCEDURES
This section may be used to document the understanding of com
puter general control procedures by addressing the following objec
tives:

A. Application Development
The company should maintain effective control over authorized
application development to ensure that new application pro
grams are suitably designed, tested, documented, and imple
mented.
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B. Application Maintenance
The company should maintain effective control over authorized
application and systems maintenance to ensure that modifica
tions to application programs are suitably designed, appropri
ately documented, tested, and implemented.

C. Access to System Resources
The company should maintain effective control over access to,
and use of, system resources (application and system programs,
key data and program files, processing time, etc.) to ensure that
only authorized changes are made to application programs or
data files supporting the financial statements.

D. Computer Operations
The company should maintain effective control over computer
operations to ensure that application programs are used prop
erly and that only the proper data files are used during process
ing.
Space is also included to summarize (1) the most significant policies and
procedures and their effect on the audit strategy and (2) the tests of controls
(if any) performed (or to be performed) to test the operating effectiveness of
these policies and procedures.

A. Application Development
[not illustrated in this exhibit]

B. Application Maintenance
Objective:
The company should maintain effective control over application
and systems maintenance to ensure that new application pro
grams and modifications to application programs are approved,
suitably designed, appropriately documented, tested, and com
pletely and accurately implemented.
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Yes
No, N/A

Comments

Yes
Does the company have documented policies and
(a)
procedures for modifications to application pro
grams?
Yes
(b)
Does user management determine and/or approve
the functional requirements of all program
changes?
Yes
Is program documentation updated for all mainte
nance performed?
Yes
Are modified systems adequately tested to ensure
(c)
proper operation of programmed procedures?
Yes
Are the results of maintenance and testing
(c)
approved by computer systems management and
application users before conversion?
Yes
Is the transfer of programs to production status
(d)
controlled to ensure that only approved programs
are used for processing the company’s transactions?
(a) The company has a standards manual for all systems development
and modification projects.
(b) Written approval is required by the data processing manager and
the appropriate user department manager for all program changes.
(c) Appropriate testing is performed for all program changes, and the
results are approved by the appropriate department manager.
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(d)

A General Utility Librarian Package (GULP) and program transfer
log are used to control transfer of programs from the production
library to the development library at the start of the change process
and back to the production library after the change is completed.
GULP also prints transfer logs of all transfers to and from develop
ment and production libraries and prepares logs that indicate when
programs were compiled.

C. Access to System Resources
Objective:
The company should maintain effective control over access to,
and use of, system resources (application and system programs,
key data and program files, processing time, etc.) to ensure that
only authorized changes are made in application programs or
data files supporting the financial statements.

Does the company have documented policies and
procedures for computer security?
Are there adequate physical controls to restrict
access to the computer room to authorized individ
uals?
Are programmers restricted from access to produc
tion programs, job control language, and live data
files?
Has a test library procedure been established such
that programming is not performed using live data
files and application programs?
Are operators restricted from access to source pro
grams?

AAG-ICS 5.16

Yes,
No, N/A

Comments

No

(a)

Yes

(b)

Yes

(c)

Yes

(d)

Yes

(e)
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Yes
No, N/A

Comments

Yes
Are utility programs that can alter data without
(f)
any audit trail adequately controlled and their use
logged for subsequent management reviews?
Yes
Is access to application processing parameter or
(g)
table files limited to authorized personnel, and are
changes to such files adequately reviewed?
Yes
Is there terminal access control software that
(h)
restricts who can access the system, what pro
grams can be used, and what files the user and/or
program can access?
Yes
Does terminal access control rely on passwords or
(h)
other identification/validation processes to control
access to the system?
Yes
Are passwords administered to ensure that they
(i)
are confidential, unique, and updated to reflect
needed changes on a timely basis?
Yes
Are all significant events (security violations, use
(j)
of critical software, or system commands, etc.)
logged and promptly investigated by appropriate
management personnel?
(a) The company does not have a written security policy. However,
strong security measures have been established. See below.
(b) Physical access to the computer room is restricted by a combination
lock on the door. Visitors sign a log and are accompanied by
authorized personnel.
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(c)

(d)

(e)
(f)

(g)

(h)

(i)

Programmers are segregated from the computer room. A General
Utility Librarian Package (GULP) limits the ability to make pro
duction library changes to certain computer management personnel.
In addition, a Global Access Security Package (GASP) restricts
access to GULP and data files.
GULP prevents access to live programs by programmers. Test data
files are used for testing program changes, and GASP restricts
access to live data files.
All source programs are maintained in a separate library under
control of GULP and cannot be accessed by operators.
Utility programs are under control of GASP, and access is strictly
controlled through appropriate passwords. Utility use is logged by
GASP, and the reports of use are reviewed by the data processing
manager.
Access to parameter or table files is controlled by special supervi
sory passwords within GASP. Changes to these files are printed and
routed to the appropriate accounting department for review.
The company uses GASP to restrict access to the system to person
nel and programs with valid passwords. Each password in turn
allows access to selected programs only, based on the user profile.
Data files can be accessed only with access to the related production
program. The access control package provides further protection of
unattended terminals by logging off the terminal after ten minutes
of inactivity.
A policy statement issued by the security manager precludes termi
nal users from distributing their passwords to others, taping the
password on their terminal, or leaving their terminal without log
ging off. All new user passwords and changes are approved by the
security manager.
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(j)

Attempts to access the system, programs, or data files by unautho
rized persons are logged by GASP. These logs are sent to the
security manager, who performs an appropriate investigation.

D. COMPUTER OPERATIONS
[not illustrated in this exhibit]

SUMMARY OF SIGNIFICANT POLICIES AND PROCEDURES AND
EFFECT ON AUDIT STRATEGY
Briefly discuss the most significant policies and procedures and (1) their
impact on the effectiveness of application controls and (2) their effect on audit
strategy:
There are strong controls over program development and changes and over
access to programs and data. These controls provide reasonable assurance that
application systems operate consistently and properly. Therefore, the audit
strategy is one of testing general control procedures and related application
control procedures to obtain a low control risk assessment.

[The next page is 10,189.]
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VINCO, INC.

Summary of Additional Tests of Controls
Exhibit 5.18 presents a summary of the auditor’s approach for certain asser
tions related to accounts receivable. The following are examples of documenta
tion of tests of controls for Vinco that would be included in the workpapers.
These tests are in addition to the procedures performed to obtain the under
standing, which also provide evidence of operating effectiveness and, there
fore, serve as tests of controls (see documentation at C-10, G-10, and R-20
through R-60).
These illustrations indicate the types of workpapers that might be prepared.
Certain workpapers that are not included are listed or referred to only to
indicate that related documentation would exist. Readers should assume that
tests of controls on those workpapers disclose no exceptions. Other methods of
documenting tests of controls might also be appropriate, and these examples
are not intended to be exclusive of other methods.

AAG-ICS 5.17

Copyright © 1990, American Institute of Certified Public Accountants, Inc.

9/95

9-167

CREDIT UNION AUDIT MANUAL

Summary of Exhibits

10,191
Page 2 of 14

Workpaper
Reference

Exhibit Description

C-30

Discussion of significant budget variations
with management

5.17

C-40

Review of internal audit work

5.17

Tests of accounting system and control
procedures for order entry and shipping
functions [not illustrated in this exhibit]

—

R-70

— Coopersburg warehouse

—

R-80

— Los Angeles warehouse

—

R-90

— Dallas warehouse

—

R-100

Tests of accounting system and control
procedures for billing function

5.17

R-110

Tests of accounting system and control
procedures for cash receipts function [not
illustrated in this exhibit]

—

G-30

Tests of controls over systems development
and modifications

5.17

G-40

Tests of controls over computer access
control procedures

5.17
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VINCO, INC.
Discussion of Significant Budget
Variations with Management
Completed by:

Roger Smith

Date: 9/19/X4

Reviewed by:

Paul Harmon

Date: 10/1 /X4

In performing the procedures to obtain the understanding of the client’s
budgetary procedures (see C-10 [illustrated in exhibit 5.14]), some evidence
of operating effectiveness was obtained. The following tests of controls were
performed to obtain further evidence about operating effectiveness.
On September 12 I met with the controller to discuss the company’s proce
dures for reporting and investigating variations from budget. See C-31 for a
copy of the company procedures manual dealing with this matter [not
illustrated in this exhibit]. The key procedures are as follows: The general
ledger system produces monthly comparisons of budget with actual perform
ance for each operating location and department managers with instructions
for explanation of significant or unusual variations. Explanations are due
within one week and are used by the controller to develop a monthly perform
ance report. This performance report is discussed at the monthly management
meeting (including senior management, general managers, and department
managers) and is updated for revised explanations and follow-up action.

I obtained the performance reports for two months—March and May (see
C-32 and C-33 [not illustrated in this exhibit])—and inspected evidence of
appropriate identification of significant or unusual variations, and whether
complete and satisfactory explanations had been received.
In addition, on September 14 I met with the general manager of the Chicago
division. His explanation of variations to be investigated was consistent with
company policy. For the months of March and May, I inspected manage
ment’s notations and reviewed the appropriateness of follow-up procedures,
noting that the control procedure appears to be operating effectively.
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VINCO, INC.
Review of Internal Audit Work
Completed by:

Brenda Jones

Date: 9/19/X4

Reviewed by:

Paul Harmon

Date: 10/1 /X4

In reviewing the qualifications of internal auditors, we found that many
internal auditors were members of the I.I.A. and were CPAs with significant
experience. The company also has and (based on inquiry of several individu
als) enforces a policy of 40 hours of continuing professional education for its
auditors annually. With respect to objectivity, the head of internal audit
reports to the VP of Finance and meets with the audit committee twice
annually to discuss the scope and results of internal audit work. Their
qualifications and objectivity were considered acceptable in order to use the
results of their audit work in planning the nature, timing, and extent of our
auditing procedures.

We selected several areas where we will consider the results of internal audit
work in determining our audit approach. For each area, we examined the
working papers for such matters as the scope of work, the use of audit
programs, the documentation in the work papers, the conclusions reached, and
reporting of the results of the work. In selected areas, we obtained the
documentation used by internal audit to test their results. The following are
the areas selected for review:
1.
Inventory test counts at several warehouses (see C-41 [not illus

trated in this exhibit]).
2.
3.

Audit for compliance with company policies for investment of excess
funds (see C-42 [not illustrated in this exhibit]).
Audit of fixed asset additions at several locations (see C-43 [not

illustrated in this exhibit]).
Audit of purchasing department for compliance with purchasing
policies and procedures (see C-44 [not illustrated in this exhibit]/
Internal audit schedules the areas to be audited on a rotational basis. There
were no audits relating to receivables or sales in 19X4, although these had
been done in 19X3.
4.
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VINCO, INC.

Tests of Accounting System and Control Procedures

for Billing Function
Completed by:

Brenda Jones

Date: 9/19/X4

Reviewed by:

Paul Harmon

Date: 10/1 /X4

On July 12, I met with Colleen Johnson, accounting clerk, to discuss control
procedures in the billing function. These procedures include—
1.
Reconciling control totals of shipments made and processed.
2.
Investigating quantity differences between shipments made and
shipments scheduled.
Upon receiving bill of lading packages from the warehouses, Johnson prepares
batch control totals (on adding machine tapes) and then enters the data on the
terminal. The Billing Program produces a report listing the control totals for
each batch. A second clerk, Mary Olson, reconciles this report with the adding
machine tapes. Differences are rare and generally result from keypunch errors.
I reviewed a sample 1 of the reconciliations for selected days during the year to
date.
After these differences are reconciled, the Billing Program prepares the Daily
Shipments File. The Program also compares this file with the Daily PricedOut Sales Order File and produces a report listing differences between quanti
ties shipped and quantities scheduled for shipment. Johnson investigates
differences on this report. Differences are rare and generally result from outof-stock conditions. This was corroborated by inquiries of shipping personnel
at the Chicago operations that confirmed that about 95 percent of the time
they were able to completely fill orders. Johnson enters the appropriate
corrections on the terminal, which results in bringing the Daily Shipments File
and Daily Priced-Out Sales Order File into agreement.1

1 See Workpaper R-102 [not illustrated in this exhibit] for sample selection and results.
These samples were selected randomly on the basis of the firm’s policy for tests of controls.
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I reviewed a sample 2 of the reports for several days during the year, noting
proper resolution of differences.
I also met with the controller to discuss the procedures for approving changes
to the master accounts receivable files. All changes to the master accounts
receivable files are supported by source documents. For example, new custom
ers or revised credit limits are supported by documents prepared by the
accounting department. New products and revised prices are supported by
documentation received from the VP of operations. The controller reviews this
documentation and approves the changes. After the changes are processed, the
controller receives a “Was-Is” report. He compares this report to the input to
determine that all authorized changes were made. I reviewed a sample 2 of the
“Was-Is” reports for selected days during the year, noting that all changes
agreed with the supporting detail.

2 See footnote on previous page.
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VINCO, INC.
Test of Controls Over Systems Development and Modifications
Completed by:

Teddy Techo

Date: 9/11/X4

Reviewed by:

Lefty Lambert

Date: 9/20/X4

A UDIT OBJECTIVE OVER SYSTEMS DEVELOPMENT AND PROGRAM
CHANGE:
1.
Newly developed programs and modified programs should be
authorized, tested, documented, and operated according to user
specifications.
PROCEDURES TO TEST OBJECTIVE OVER SYSTEMS DEVELOP
MENT AND PROGRAM CHANGE:

The client has a standards manual for all systems development and modifica
tions. No changes have been made to this manual since our last audit.
There were no new applications implemented during the year to date. How
ever, discussions with the DP manager, Sally Smooth, revealed several signifi
cant modifications to the revenue system and the payables/disbursements
system programs.
See also W/P G-40 for tests of controls over access to programs through the
general utility librarian package.
The following procedures were performed to determine the effectiveness of
control procedures over program changes:
1.
Discussed with the DP manager that she does, in fact, ensure that
there is adherence to the established programming standards. After
all new and changed programs are developed, a quality assurance
procedure is used whereby the software code written by the
programmer is evaluated for consistency with programming stan
dards. Smooth showed me a copy of the report that she uses to
evaluate adherence to the standards.
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Examined the program change logs generated by the general utility
librarian package to determine what changes were made and by
whom. (A sample of program change logs was examined of programs
of systems other than revenue and payables/disbursements to ascer
tain that only changes had been made to those systems mentioned
by Smooth.) The global access security package (GASP) ensures that
only programs authorized by Smooth and subject to the administra
tive procedures of GULP can be entered into production libraries.
Although there are certain privileged users (e.g., systems program
mers) who can circumvent GULP and make a production library
change, GASP reports all such violations in a special report which is
reviewed daily by Smooth.
3.
Made inquiries related to the risk of program changes that could be
made to circumvent the administrative controls of GULP. Deter
mined through inquiry that only changes initiated through GULP
could be placed in production, with the exception of immediate fixes
made in crisis situations, which must be approved by Smooth, and
that all changes are logged.
For selected changes to the programs in the revenue and payables/disburse
ments systems, I performed the following procedures:
1.
Examined written approvals by the appropriate department man
ager and the DP manager for the changes in the revenue system and
the payables/disbursements system programs.
2.
Examined the program maintenance reports and logs of the program
development manager to determine if the changes had been assigned
and progress reports submitted in accordance with Vinco’s stan
dards.
2.
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Reviewed the final revised program documentation to determine if
it complied with Vinco’s standards.
4.
Reviewed the acceptance test results to determine if they contained
the user department manager’s acceptance sign-on as required by
Vinco’s standards.
5.
Examined the GULP TRLOG (program transfer log) reports to
determine whether appropriate reviews were made regarding source
programs transferred from the production library to the develop
ment library at the start of the change process and that the
completed changed source programs transferred to the production
library when the changes had been completed.
6.
Examined the GULP CLOG (compile log) to determine if the
required review was performed regarding whether the accepted
source programs had been properly compiled and placed in the
production library in accordance with Vinco’s standards.
7.
Interviewed user managers to determine if they had approved the
changes in their system programs, had signed off on final accept
ance, and were satisfied with the processing of the accounting data
after the changes.
All tests of controls indicated that the changes are made in accordance with
Vinco’s standard policies and procedures, except for two changes considered by
Vinco to be minor modifications not susceptible to high risk and, therefore, not
subjected to normal acceptance testing. I have reviewed these two changes in
the programs and concluded that these programs do not have a significant
effect on the internal control structure, and therefore we have not applied
further procedures.
3.
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VINCO, INC.

Test of Controls Over Computer Access Control Procedures
Completed by:

Reviewed by:

Teddy Techo

Date: 9/11/X4

Lefty Lambert

Date: 9/20/X4

AUDIT OBJECTIVE OVER COMPUTER ACCESS:
1.
Physical Access: Computer hardware, software, and documentation
2.

should be protected from unauthorized personnel.
Program Access: Application programs that process accounting data

3.

should be protected from unauthorized changes.
Execution of Programs: Operating application programs should be

4.

available only to personnel with no conflicting duties.
Data Access: Accounting data should be processed and changed only

by appropriate application programs.
SUMMARY OF WORKPAPERS RELATING TO COMPUTER ACCESS
OBJECTIVES:
Objective 1—Physical Access: See G-40 p.2
Physical access controls found generally to be good.
Objective 2—Program Access: See G-40 p.3

Vinco utilizes a computer librarian package (GULP) licensed by a reputable
vendor to maintain control over production and development programs. My
tests found that the librarian package was properly installed, integrated with
the global access security package (GASP), and maintained by Vinco person
nel. Execution of production programs is also subject to GASP as discussed
under objective 3 (following).
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Objective 3—Execution of Programs: See G-40 pp.3-4
Vinco utilizes a global access security package licensed by a reputable vendor.
My tests found that this package was properly installed and maintained by
Vinco personnel.
Objective 4—Data Access: See G-40pp.4-5
Vinco uses procedures to ensure that production runs are authorized to process
against accounting data and that utilities that access data are secure and
utilized only when authorized.

Policies Pervasive to Access Objectives:
Vinco does not have a formalized security policy, but the communication of
security policies and procedures provides an acceptable environment given the
centralized nature of security administration. I verified via the INSTALLA
TION command of GASP that Ralph Footlocker, Vinco’s security manager, is
the only individual with “security” privilege, which indicated that all new
user IDs and changes to access rules must go through Footlocker. Although
Footlocker has several responsibilities outside of the security area, he appears
to have adequate time to devote to his security responsibilities.
Objective 1—Physical Access:
On July 10, I toured the data processing department to observe and make
inquiries about physical access control. The following points were noted:
1.
Physical access to the computer room is restricted by a combination
lock on the door. Visitors sign a log and are accompanied by
authorized personnel.
2.
Programmers are segregated from the computer room and do not
have access to production programs or data files.
3.
There are no dial-in lines.
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A policy statement issued by the security manager precludes termi
nal users from distributing their passwords to others, taping the
password on their terminal, or leaving their terminals without
logging off. The GASP system provides further protection of unat
tended terminals by logging the terminal off after ten minutes of
inactivity (verified by reviewing the most recent GASP “Installa
tion” report). The security manager, Footlocker, takes disciplinary
action as needed.
Objective 2—Program Access:

4.

Administration: I interviewed Vinco’s programming manager (Billy Bob John
son) and established that the general utility librarian package that had been
in use when we completed last year’s audit was still in use with no modifica
tions. The access rules via GASP preclude any production library “write”
access to anyone other than the programming manager, except for certain
privileged users. Johnson made available the GULP librarian administration
reports generated since the beginning of the year. Selected reports were
scanned for apparent completeness and appropriate actions.
See also W/P G-30 for tests of controls over changes made to programs in the
revenue and payables/disbursements systems and GULP reports examined as
part of these changes.
Objective 3—Execution of Programs:
Administration: I interviewed Ralph Footlocker and established that the
GASP that had been in use when we completed last year’s audit was still in
use with no modifications. The revenue, payroll, and disbursements/accounts
payable systems are all subject to the “full implementation” mode of GASP.
He reviews all security violations, as was evident from the violation logs for
the last several days on his desk, which all indicated the follow-up action that
he had taken on each violation.
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User’s Privileges: Footlocker is the only person with GASP authority to change
user’s profiles. He has no other incompatible duties. Changes in user’s privi
leges are approved in writing by operational department heads. I inspected
the User Attribute Reports (UAR) and the Set Attribute Reports (SAR)
generated by GASP for the year to date. The written authorizations for 50
changes were traced to the SAR and the UAR, and no exceptions were noted.
(See W/P G-40-1 [not included as part of this illustration] ).
In addition, I examined a special run of the GASP administration functions to
provide the AUDIT report for the month of July and LISTUSER report for
the current date. The AUDIT report, periodically used by Footlocker, provides
a list of changes to user’s profiles. The LISTUSER report provides a list of all
users and their privileges. Footlocker compared his list to last year’s LIS
TUSER report and all changes of users with the highest privileges were
checked. All users with high access privileges seem appropriate to their job
functions. (See W/P G-40-3 [not included as part of this illustration] ).
As usual, with our audit of Vinco we requested user profiles be established for
our audit use in the preaudit meeting on 9/8/X4. We have been using our
audit IDs and passwords since that time without problems. On 9/10/X4, with
the knowledge of Footlocker, I tried to obtain access to programs that were not
part of our profile and obtain access with an improper password without
success. My unauthorized attempts were properly recorded on the LOGAC
report (see below).
Detective Controls: Footlocker made available the LOGAC (logged accesses)
reports generated by GASP for the most recent weekly period (these machinereadable reports are purged weekly). The LOGAC report is produced once a
week and immediately whenever an unauthorized access is attempted. Foot
locker reviews the weekly reports to determine if accesses are appropriate with
known user profiles. Unauthorized access reports are investigated immedi
ately. I noted his initials on the weekly reports indicating his review and
several notes on some reports noting follow-up on unusual accesses. My
attempt at unauthorized access on 7/15/X4 was immediately reported to
Footlocker on a special GASP LOGAC report.
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Objective 4—Data Access:
I identified ten datasets that are part of the systems of financial audit
interest. We obtained the GASP rulesets for these subsets and determined in
each case that only the related production programs could access those
datasets with “write” access, with some exceptions. I followed up on the
exceptions and determined that in each case special access privileges were
allowed to resolve production restart problems that could occur during mid
night shift processing. In all such cases, special privilege access is logged and
reported on the violation reports that are reviewed by Ralph Footlocker and
subsequently approved by Sally Smooth.
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Summary of Audit Approach
Vinco, Inc.

CLIENT

BALANCE SHEET DATE 12/31/X4

Prepared by: Roger Smith

Date: 9/15/X4

Reviewed by: Paul Harmon

Date: 10/2/X4

Account(s): Receivables/Revenues

Assertion(s): Existence and Rights (Ownership)

Summary of Inherent Risk Factors and Inherent Risk Assessment:
•

At the assertion level, the assertion is not affected by contentious
accounting issues or complex calculations.

•

No receivables are pledged or factored.

•

Inherent risk is assessed as moderate.

Summary of Relevant Internal Control Structure Policies and Procedures:
•

Strong control environment including reconciliation controls over
shipments scheduled, shipments made, and shipments processed
through the billing system (see C-10 [illustrated at Exhibit 5.14] ).
Strong accounting system and control procedures over customer
master file and authorization and recording of sales (see R-20, R-30,
and R-40 [R-40 is illustrated at exhibit 5.15] ).

Summary of Tests of Controls:

•

Testing of control environment by inquiry and observation/inspection of selected documentation (see details at C-10, C-30, and C-40

[illustrated at exhibits 5.14 and 5.17] ).
•

Testing of accounting system and control procedures by inquiry and
observation of appropriate company personnel, inspection of evi
dence, and reperformance (see details at R-20, R-30, R-40, R-50,
R-70, R-80, R-90, R-100, R-110, G-10, G-30, and G-40 [R-40 illus

trated at exhibit 5.15; G-10 illustrated at exhibit 5.16; R-100,
G-30, and G-40 illustrated at exhibit 5.17] ).
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Control Risk Assessment:

•

Low, based on very strong internal control structure policies and
procedures relating to these assertions.
Summary of Substantive Tests:
•

•

•
•

Analytical procedures (with comparisons between years and to
budget) including volume sales by product line, average sales price
by product line, days’ sales in receivables.
Confirmation of a small sample (high tolerance for sampling error)
of customers’ balances selected randomly from the 10/31 A/R trial
balance applying a PPS sample selected on the firm’s sample-size
determination tables.
Analytical procedure of activity in the “roll forward” period from
10/31 to 12/31.
Limited test of shipping cutoff at year end.
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WP Index R-2
Summary of Audit Approach
CLIENT

Vinco, Inc.BALANCE SHEET DATE 12/31/X4

Prepared by: Roger Smith

Date: 9/15/X4

Reviewed by: Paul Harmon

Date: 10/2/X4

Account(s): Receivables/Revenues
Assertion(s): Completeness

Summary of Inherent Risk Factors and Inherent Risk Assessment:
•
No significant risk factors. Inherent risk is assessed as moderate.
Summary of Relevant Internal Control Structure Policies and Procedures
•
Strong control environment (see C-10 [illustrated at exhibit 5.14]/
•
Strong accounting system and control procedures over initial record
ing of transactions and ensuring completeness in subsequent
processing including reconciliation controls over shipments sched
uled, shipments made, and shipments processed through the billing
system (see R-20, R-30, and R-40 [R-40 is illustrated at exhibit

5.15]).
Summary of Tests of Controls:
•
Testing of control environment by inquiry and observation and
various other tests (see details at C-10, C-30, and C-40 [illustrated

at exhibits 5.14 and 5.17]/
•

Testing of accounting system and control procedures by inquiry and
observation of appropriate company personnel, inspection of evi
dence, and reperformance (see details at R-20, R-30, R-40, R-50,
R-70, R-80, R-90, R-100, R-110, G-10, G-30, and G-40 [R-40 illus

trated at exhibit 5.15; G-10 illustrated at exhibit 5.16; R-100,
G-30, and G-40 illustrated at exhibit 5.17]).
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Control Risk Assessment:

•

Low, based on very strong internal control structure policies and
procedures relating to this assertion.
Summary of Substantive Tests:

•

Same procedures as existence and rights assertions (see R-1):
— Analytical procedures
— Confirmation of receivables
— Review of “roll forward”
— Limited test of shipping cutoff at year end.

AICPA Audit and Accounting Guides

9/95

AAG-ICS 5.18

9-184

CREDIT UNION AUDIT MANUAL

10,208

Internal Control Structure

Page 5 of 8

WP Index R-3
Summary of Audit Approach
Vinco, Inc.

CLIENT

BALANCE SHEET DATE 12/31/X4

Prepared by: Roger Smith

Date: 9/15/X4

Reviewed by: Paul Harmon

Date: 10/2/X4

Account(s): Receivables/Revenues
Assertion(s): Valuation (Objective That Receivables Are

Properly Recorded at Gross Value)
Summary of Inherent Risk Factors and Inherent Risk Assessment:

Large volume of transactions; however, calculations are not com
plex.
•
No significant accounting issues.
•
Inherent risk is assessed as moderate.
Summary of Relevant Internal Control Structure Policies and Procedures:
•

Strong control environment (see C-10 [illustrated at exhibit 5.14]).
Strong accounting system and control procedures over customer
master file and authorization and recording of sales including recon
ciliation controls over shipments scheduled, shipments made, and
shipments processed through the billing system (see R-20, R-30, and
R-40 [R-40 is illustrated at exhibit 5.15]).
Summary of Tests of Controls:

•
•

•

Testing of control environment by inquiry and observation and
various other tests (see details at C-10, C-30, and C-40 [illustrated

at exhibits 5.14 and 5.17]).
•

Testing of accounting system and control procedures by inquiry and
observation of appropriate company personnel, inspection of evi
dence, and reperformance (see details at R-20, R-30, R-40, R-50,
R-70, R-80, R-90, R-100, R-110, G-10, G-30, and G-40 [R-40 illus

trated at exhibit 5.15; G-10 illustrated at exhibit 5.16; R-100,
G-30, and G-40 illustrated at exhibit 5.17]).
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Control Risk Assessment:

Low, based on very strong internal control structure policies and
procedures relating to this assertion.
Summary of Substantive Tests:
Same procedures as completeness and right assertions (see R-1):
— Analytical procedures
— Confirmation of receivables
— Review of “roll forward”
— Limited testing of shipping cutoff at year end
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Summary of Audit Approach
CLIENT

Vinco, Inc.

BALANCE SHEET DATE 12/31/X4

Prepared by: Roger Smith

Date: 9/15/X4

Reviewed by: Paul Harmon

Date: 10/2/X4

Account(s): Receivables/Revenues
Assertion(s): Valuation (Objective That Receivables Are

Properly Stated at Realizable Value)
Summary of Inherent Risk Factors and Inherent Risk Assessment:

•

There is a high degree of judgment involved in determining the
allowance for doubtful accounts.
•
Average of 2 to 3 months sales in receivables.
•
Annual write-offs average 3% of sales.
•
Inherent risk is assessed as high.
Summary of Relevant Internal Control Structure Policies and Procedures:
•

Good control procedures to determine reserve (see R-60 [illustrated
at exhibit 5.15]). However, some audit adjustments have histori

cally been made in this area because of its volatile and subjective
nature.
Summary of Tests of Controls:

•

Control procedures to determine reserve are tested using a dual
purpose testing approach in connection with substantive tests.

Control Risk Assessment:
•

Moderate risk of errors in the reserve because of its volatile and
subjective nature.
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Summary of Substantive Tests:

Analytical procedures (comparison of aging statistics and write-offs
between years, comparison of reserve to agings).
Discuss with management the reserve requirements needed for pastdue accounts by customer, product line, and region of the country
(this is a dual purpose test because it provides evidence of the
effectiveness of management’s reserve estimates).
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Page 1 of 2

WP Index R-5
VINCO, INC.
Update of Risk Assessments for Receivables and Revenues
Completed by: Roger Smith
Date: 2/13/X5
Reviewed by: Paul Harmon
Date: 2/15/X5
On February 13, I made inquiries of the controller, internal audit manager,
data processing manager, and the credit manager about changes in the
business or in the internal control structure that would affect the inherent and
control risk assessments for receivables and revenues noted at R-1 through R-4
[illustrated in exhibit 5.18]. Specifically, inquiries were made about changes
in—
Industry, economic, business, or other factors that would affect
receivables and revenues.
Control environment factors that would affect receivables and reve
nues (see C-10) [illustrated in exhibit 5.14].
The accounting system and control procedures for the revenue cycle
(see R-10 through R-60) [illustrated in exhibit 5.15].
Computer general control procedures that would affect the revenue
cycle (see G-10) [illustrated in exhibit 5.16].
Based on these inquiries, I learned that there were several minor changes to
the accounting system and control procedures (appropriate revisions were
made to our documentation at R-20 and R-50 [not illustrated]). However,
these changes were adequately controlled through the computer general con
trol procedures and do not significantly affect our control risk assessments at
R-1 through R-4.
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In addition, the results of our substantive tests for receivables and revenues
(including analytical procedures, confirmations, roll-forward testing, shipping
cutoff testing, and valuation testing) did not disclose any changes in the
business or any significant misstatements that would indicate a potential
breakdown in the internal control structure policies and procedures considered
in making our inherent and control risk assessments.

Based on the above inquiries and other tests, the inherent and control risk
assessments noted at R-1 through R-4 [illustrated in exhibit 5.18] are still
valid at year end and there is no need for (1) further updating of our tests of
controls [summary illustrated in exhibit 5.17] or (2) revisions to our sub
stantive tests.

[The next page is 10,217.]
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CHAPTER 10

CREDIT UNION CONSULTING SERVICES
10.100 INTRODUCTION

10.101 The AICPA publication "Advisory Comments for Growth and Profitability — A Guide for
Accountants and Consultants" notes that:
Changes in our economy, business practices, and technology have dramatically increased
competition for audit clients. These trends have altered the traditional relationship
between client and auditor. Increasingly, the auditor is assuming an additional role of
business advisor. This role provides a competitive advantage by enhancing the auditor’s
value to the client.

10.102 This chapter provides information to help accountants assume their role as credit union business
advisors.
10.103 The applicable professional standard for providing business consulting services is Statement on
Standards for Consulting Services No. 1, Consulting Services: Definitions and Standards (SSCS No. 1).
As described in the Statement, consulting services may include:

• Consultations, in which the practitioner’s function is to provide counsel in a short time frame.
This service is based mostly on existing personal knowledge about the client, circumstances,
technical matters involved, client representations, and the mutual intent of the parties.
Examples include reviewing and commenting on client-prepared business plans and suggesting
computer software for further client investigation.
• Advisory services, in which the practitioner’s function is to develop findings, conclusions, and
recommendations for client consideration and decision making. Examples of advisory services
are an operational review and improvement study, analysis of an accounting system, assistance
with strategic planning, and definition of requirements for an information system.
• Implementation services, in which the practitioner’s function is to put an action plan into
effect. Client personnel and resources may be pooled with the practitioner's to accomplish the
implementation objectives. The practitioner is responsible to the client for the conduct and
management of engagement activities. Examples of these services include: providing
computer system installation and support, executing steps to improve productivity, and
assisting with mergers.
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• Transaction services, in which the practitioner's function is to provide services related to a
specific client transaction, generally with a third party. Examples of transaction services are
insolvency services, valuation services, preparation of information for obtaining financing,
analysis of a potential merger or acquisition, and litigation services.
• Staff and other support services, in which the practitioner's function is to provide appropriate
staff and possibly other support to perform tasks specified by the client. The staff provided
will be directed by the client as circumstances require. Examples of staff and other support
services are data processing facilities management, computer programming, bankruptcy
trusteeship, and controllership activities.

• Product services, in which the practitioner's function is to provide the client with a product and
associated professional services in support of the installation use or maintenance of the product.
Examples of product services are the sale and delivery of packaged training programs, the sale
and implementation of computer software, and the sale and installation of systems development
methodologies.
10.104 The AICPA publishes a number of practice aids, training courses and other publications for
practitioners who provide consulting services to their clients. To obtain a copy of the current AICPA
catalog, call 1-800-862-4272. An on-line version is also available on the Accountants Forum.

10.200 CONSULTING OPPORTUNITIES FOR CREDIT UNIONS
10.201 The accounting profession has typically relied on traditional services to provide the revenue stream
for professional practices. As credit unions become more complex and as the financial institutions industry
becomes more competitive, many credit unions are having difficulty keeping pace with this rapidly
changing, competitive environment. This environment provides a unique opportunity for practitioners to
assist their clients in evaluating various business strategies and controlling costs. Because auditing services
are often viewed by clients as a commodity, it is critical that practitioners identify ways to improve and
expand their services in this niche by providing credit union clients with information, ideas, and assistance
that add value. In particular, changes in consumer demand and technology have created a need for credit
unions to develop and improve their functional and activity level cost accounting systems and related
product pricing methods.

General Approach
10.202 In some instances, the client will approach the practitioner with a clearly identified need for
consulting services, such as when a credit union requires the practitioner's involvement in a bond claim
or in litigation support. More often, the client will rely on the practitioner to identify and articulate the
need for additional services. For example, the changing circumstances of the executive management of
a credit union may require the development of a CEO/president succession plan. Generally, a CPA is more
likely to recognize the need for such a plan than the members of the supervisory committee.

10.104
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10.203 The following is a general approach for practitioners to follow when identifying, articulating and
providing consulting services to credit union clients:

1. Identify needs and collect information for potential suggestions. Often this will take place
during an audit.

2. Consider the credit union's stage of development, asset size, and rate of asset growth. Analyze
the client's needs in light of its development stage and identify its highest level of need.

3. Outline an informal plan that focuses on the client's special needs.
4. Propose a plan to help the client accomplish its objectives.

5. Assist management in finalizing and implementing the plan.
10.204 The effective identification of a credit union's needs requires the involvement of the engagement
partner. Most needs are identified during audit planning, the final review of the financial statements, and
most importantly, informal contact with the credit union management team during the course of the audit.
Most needs are not identified by the engagement partner during a detailed review of the audit workpapers.

10.205 To identify the credit union's needs, practitioners should focus on the overall circumstances and
business environment in which the credit union, its directors, and its management operates. For example,
practitioners should consider the following:
• What is the general direction of the credit union?

— Is it expanding (e.g. new fields of membership and new products or services)?
— Have share and loan growth became stagnant?
— Is the credit union losing market share or experiencing declining membership?

• What types of internal challenges does the credit union face?

— Are personnel, equipment, and facilities adequate to support management’s plans for the
future?
— Are liquidity sources and interest rate risk managed at acceptable levels?

— Are the needs of the members and supervisory committee members consistent with
management's?
— Does the organizational structure support the long-range goals established for the credit
union?

• What significant external factors affect the credit union?

— How competitive is the local financial institution industry?
— What is the impact of recent or proposed NCUA and state financial institutions regulations?

9/95

10.205

10-6

CREDIT UNION AUDIT MANUAL

10.206 Historically, credit unions have been very successful at serving their memberships, and as a result,
their asset and membership bases have continued to grow at a rapid pace. Increasing asset size creates
additional complexity for management of a credit union, especially in the areas of operations, technology,
and financial management. Management must have the latest tools and technology available, such as rate
models, service costing software, and break-even analyses to help them meet the challenges of managing
the financial risks of a larger asset base. The increased complexity of operations and cost structure provides
opportunities for practitioners to assist their credit union clients in various types of consulting engagements.
10.207 Practitioners can often identify the client's desire and need for consulting services during onsite
contacts with the credit union client. It is critical that engagement partners, managers, and senior staff
listen closely to the signs that lead to consulting engagements. Management will often discuss with their
auditors various plans, operational problems, and other issues that are impeding the credit union's success.
Practitioners should be alert during these discussions for "red flags" that indicate an immediate need for
them to create an engagement plan designed to meet the client's needs or solve a specific problem.
Types of Credit Union Consulting Services

10.208 Consulting services for credit unions frequently fall into nine categories: financial management;
planning; operational; accounting and forensic; marketing; compliance; credit union service organization
(CUSO) development and taxation; information systems consulting; and human resources management.
The following is a list of specific types of consulting projects by category. This list can be used to heighten
engagement personnel's awareness of the variety and depth of consulting services credit unions often find
beneficial.
Financial Management
•
•
•
•
•

Spread Analysis
Product Pricing
Functional Cost Analysis
Rate Models and SpecialPricing Studies
Cash Management Consulting

•
•
•
•
•

Financial Projections and Forecasting
Asset/Liability Management Programs
Budgeting Programs/Variance Analysis
Branch Office Analysis
Cost Accounting Systems Design

Planning

•
•
•
•

Business Plan Development
Strategic Planning for Board of
Directors/Management Team
Merger Analysis
CAMEL Code Improvement

•
•

•
•

Succession Planning
Board of Directors/Supervisory Committee
Training
Field of Membership Expansion
Capital Ratio Improvement Plan

Operational

10.206
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•
•
•
•

Reengineering Operational Procedures
Operational Policy Formulation
Disaster Recovery Policy
Efficiency Analysis

10-7

Operations Manual Design
Operational Audits
Internal Audits
Telecommunications Evaluations

Accounting and Forensic

•
•

•
•

Accounting Systems Development
ATM Accounting Systems

General Ledger Account Reconciliations
Bond Claim Documentation

Marketing
•

Member Satisfaction Surveys

•

•
•

Focus Groups for Services/Products
Quality Service Measurement Benchmarking
Surveys

•

New Product/Service Design Feedback
Surveys
Market Research

Compliance

•
•

Regulatory Compliance Audits
Student Loan Audits (FFEL)

• Bank Secrecy Act
• ACH Audits

Credit Union Service Organizations (CUSO)
•
•

CUSO Development/Organization
Business Plans

• Feasibility Studies
• Tax Planning

Information Systems

•
•
•
•
•
•

9/95

Information System Assessments and Request • Data Communication Security
for Proposal
Utilization of Microcomputers
• Voice/Data Network Cost Evaluations
Board Reporting Packages
• Training and Support for Micro Computers
EDP Audits
• LAN (Local Area Network) Design and/or
Implementation
Information System Implementation and
• Data Processing Third Party Reviews (SAS
Conversion
70)
Electronic Mail System Design

10.208

10-8

CREDIT UNION AUDIT MANUAL

Human Resource Management
•
•
•
•
•
•
•
•

Organizational Development Planning
Payroll Processing
Personnel Manuals
Retirement Plan Development
Employee Appraisal Systems
Recruiting: Executive and Management
Level Personnel
Deferred Compensation Plans (457’s and
Non-Qualified Plans)
Pension Plan Compliance and Reviews

•
•
•
•
•
•

Staff Training Programs
Salary Administration Programs
Team Building Training
Human Resource Information Systems
Incentive Compensation Systems
Cafeteria Plans (Sec. 125 Plans)

•

Surveys of Industry Compensation

10.209 Obviously, this list does not include all possible consulting projects a consultant could conceivably
perform. Undoubtedly, practitioners with industry experience can expand this list to include additional
consulting opportunities. The key to successful consulting is adding value and solving problems. The
following sections discuss value-added services a practitioner can provide to credit union clients. This
information may be included in consulting proposals which would focus the client on the benefits to be
obtained from the consulting engagement.

10.300 PRICING OF PRODUCTS AND SERVICES
10.301 In the following sections, the authors describe a frequently encountered consulting engagement assisting the client in developing a process and methodology for analyzing the cost of the various products
and services typically provided by a credit union (functional cost analysis). First, however, is a brief
review of some basic cost accounting concepts and activity-based accounting methods.
Cost Accounting Concepts

10.302 Cost accounting is the process of systematically accumulating and analyzing the costs related to
specific products, services, and activities. The components of cost include materials, labor, and overhead.
Credit unions must establish accounting systems to identify, evaluate, and monitor the cost components
associated with each product and service. Only by evaluating the costs associated with a product can
management make informed decisions about product pricing, profitability, and marketing strategies.
10.303 The following are some basic concepts relevant to a cost analysis project for a credit union:
• Fixed costs do not change in direct relationship to volume. (For example: administrative
salaries and building depreciation)
• Variable costs increase or decrease in relationship to volume. (For example: share draft and
credit card processing costs)

• Direct costs are the result of offering a particular product. (For example: credit card
processing costs would not exist if the credit union did not have a credit card program)
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• Indirect costs are costs the credit union would incur regardless of specific services offered.
These costs are usually referred to as overhead. (For example: utilities, insurance, property
taxes)
• A verage cost is the cost of one unit of a product or service at an established volume.

Average Cost =
Fixed Costs + Variable Costs
Volume

• Break-even analysis is the process used to determine the volume required so that income
generated exactly covers all costs associated with the product or service.

Break-even Volume =

Fixed Costs
Price - Variable Costs
Activity-Based Costing
10.304 Activity-based costing is the method of accumulating and allocating costs based on the theory that
services and products cause the credit union to perform activities that require the credit union to incur
costs. In activity-based costing systems are designed so that any costs not attributed directly to a product
or service flow into the activities that cause them and that each activity's costs flow to the product that
makes the activity necessary.

10.305 Procedures for implementing an activity-based costing system:
• Identify and define relevant activities, such as lending by product or deposits by type.
• Organize activities by cost center or product line (collections, consumers loans, mortgage
loans, certificates).

• Identify major cost elements.
• Determine relationships between activities and costs.
• Identify cost drivers to assign costs to activities and activities to products.

• Establish the cost flow pattern.
• Select the appropriate tools for effecting the cost flow pattern.
• Plan the cost accumulation model.

• Gather the necessary data to drive the cost accumulation model.
• Establish the cost accumulation model to simulate the organization's cost structure and flow
and develop costing rates.
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Pricing of Credit Unions' Products and Services

10.306 A credit union product line includes loan and savings deposits of various types, maturities,
payment options, and interest rates as well as other peripheral financial services. These peripheral services
are crucial to the mix of financial services available to members. Frequently, the availability and costs of
these services drive members' relationships with their credit union, especially when a member compares
services available at one credit union with another credit union or a bank. Members are particularly
sensitive to service fees charged and other costs of doing business with their financial institutions.
10.307 Competitive markets are creating increased pressure for servicing a limited number of potential
members. Members are being pursued not only by the traditional financial institutions, but also by foreign
banks, retailers (e.g. Sears), and retail financiers such as GMAC, ATT, Microsoft, American Express, and
Ford Motor Credit. This aggressive environment in the financial services industry forces credit unions to
price products and services as competitively as possible.

10.308 A credit union's management must understand and have accurate measurable information about
the cost of delivering each product and service. Historically, credit unions have based the prices of their
products and services on levels established through tradition and pricing established within the local
geographical market by the dominant banking institutions. Traditionally, those pricing strategies have
included cost data provided by federal reserve banks. This information was derived from banking
information or from market-dictated pricing for products and services based on competitive forces of all
competing credit unions.
10.309 Credit unions have typically been low-cost providers of financial services such as share draft
accounts (comparable to bank checking accounts), credit cards, traveler's checks, money orders, auto
loans, revolving credit loans, low-cost mortgage originations, home equity loans, and electronic services
such as debit transactions, point of sale, and ATM.

10.310 The CPA's opportunity to assist credit unions in quantifying the actual cost of delivering these
financial products and services has grown with the complexity and size of credit unions over the last 10
years. No longer can credit unions establish pricing based solely on the market place. Obtaining a
competitive advantage through pricing based on cost structure and control of the unit cost for particular
products and services is very important. Cost models help identify loss-leaders and unprofitable products
and services that are critical to the continued sterling financial performance (with capital levels exceeding
10%) that credit unions enjoy today.
10.311 As consultants to their credit union clients, practitioners have the required technical training and
skills to help identify the information needed, gather the data, and formulate, organize, and analyze the
data into meaningful and comprehensive analyses of the costs of the credit union's products and services.
These analyses can be used as a basis for pricing strategies, product packaging, market penetration
strategies, and contribution to capital development and net income performance.
10.312 There are basic concepts and services a practitioner can provide to credit union clients in order
to assist in developing a comprehensive cost measurement system or individual product cost accounting
model. The system or model can be used by the credit union in measuring, on a periodic basis, the unit
and program cost of the various products and services provided to their members. The goal of the
consultant is to assist credit union management in establishing pricing levels that are appropriate and
consistent with the credit union's business plan and marketing strategy.
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Benefits of a Cost Analysis Consulting Service

10.313 Audit services typically provide a validation regarding historical information that is a result of
activities that cannot be changed. Consulting projects such as cost evaluations (whether on a traditional
or activity-based measurement system) provide excellent measures of product profitability. Such projects
also provide an understanding of the relative importance of products and services to net income.
10.314 Some of the basic benefits a credit union's management will realize from a product cost analysis
consulting engagement include:
• Achieving a better understanding of the relationship between fixed and variable cost behaviors.

• Developing the ability to measure and evaluate variances in budgets.
• Understanding the costs and variances caused by the mix of volume versus those amounts
caused by spending (rate) variances.
10.315 Some of the more specific benefits management will realize from such an engagement are that:
• Management will be able to determine which products are profitable based on reliable
quantitative analyses.
• An objective evaluation can be made for allocation of balance sheet and income statement
items to the specific products and services including allocation of assets, liabilities, equity,
income and expense to the activities and products that cause the activity.
• A cost measurement system can provide product focus for the credit union. Costing creates
a methodology to assign a return on capital based on peer comparisons (benchmarking) to other
products and services.
• Cost systems can identify results by product line, activity, or group, which can be used as a
basis for management compensation and incentive programs.

• Costing systems force credit unions to evaluate member relations by product type, activities,
and function.

10.316 Before proposing a functional cost project to a client, the consultant should prepare a
comprehensive list of the recommended studies to be performed. This will provide the client with a better
understanding of the scope of the project and the deliverables expected as well as and define the benefits
of the engagement.
Cost Analyses of Share Draft and ATM Functions

10.317 As an example of a functional cost activity project, the following describes some of the services
and transactions that could be explored in performing an analysis of the costs of share draft and ATM
services.
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Product /Service Activity

Cost Analysis

•
•
•

Share Draft Accounts (Checking)
Share Draft Accounts
Share Draft Accounts

•
•
•

•
•
•
•

NSF (Cost to Return a Draft)
Draft Copy
Deposited Check Returned as NSF
Closing a Draft Account

•
•
•
•

• Share Draft Account Cost Per Month with
ATM Average Cost
• ATM — Transaction Cost Per Month

•

• ATM - Cost of Transaction (Withdrawals,
Deposits, and Transfers)
• ATM — Intercept Processing Unit Cost

•

ATM — Break-even Cost vs. Over the
Counter Transaction

•

•

• ATM — Cost per Month Vs. Credit Card
Program

•

•

•

Annual cost
Break-even balance
Evaluate entire program costs with detail on
per draft cleared and averages per account
Cost to return a draft unpaid
Cost to retrieve and reproduce the image
Cost to process and collect the NSF
Cost to process, close and return drafts
presented
Determine cost to service and maintain a
member account with an ATM card
Determine cost of average ATM card use per
month
Calculate average cost of ATM transaction
types
Determine savings from processing ATM
authorizations with specialized EDP
equipment
Calculate the cost differences between an
electronic transaction and a teller completed
transaction
Determine the cost of an ATM card
compared to an ATM card integrated with a
credit card

10.318 After the types of projects to be performed have been agreed upon with the client, the consultant
should begin gathering the data needed. Sections 10.319-10.324 illustrate how a practitioner might prepare
a cost analysis of ATM costs for a credit union, and sections 10.325-10.326 illustrate a cost analysis of
providing auto loans.
Example — Cost Analysis of ATM Function
10.319 Credit union members require convenient access to their funds whether in checking accounts,
money market accounts, or share accounts. The competitive nature of the financial services market forces
credit unions to provide seven-day-a-week, 24 hours per day convenient cash access through ATM
networks. These networks may consist of machines owned by the credit union or other financial
institutions in the network. The credit union will incur a cost every time its members executes a transaction
at the ATM. Depending on who owns the ATM machine and the type of transaction, the cost varies from
about $.05 to $1.50 per transaction.

10.320

10.318

The following is an example of an analysis of ATM cost for ABC Federal Credit Union.
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10.321 ABC Credit Union has decided that its capital growth needs to increase at a faster rate than
achieved in the prior two years. As a result, the ATM-related income and expense accounts were reviewed
by the controller. This review indicated that the expenses incurred were rising 50% faster than the income
being generated by the ATM program. To assist in creating a pricing strategy that is based on the total
cost of the ATM program, the consultant is engaged to evaluate and make recommendations for pricing
ATM services.

10.322 The approach to this project should include some or all of the following steps:
• Obtain an understanding of the project scope and client needs.
• Prepare an engagement letter outlining the scope, deliverables, timetable, professional fees and
data gathering responsibilities of credit union personnel.
• Interview key management employees that supervise the ATM department.
• Interview operational personnel to gain an understanding of ATM activities, transaction types,
accounting reports available, income and expense account structure, and transaction data that
can be obtained through the ATM processor.
• Obtain a three to six month history of all expenses incurred and related transaction volumes,
plus income generated by the volume of ATM activity.

10.323 Once the data has been gathered and there is an understanding of the flow of costs and the
correlation between volume, cost, and income, prepare fee and cost accumulation worksheets similar to
Illustration Nos. 10-1 through 10-5.
10.324 After completing the ATM fee and cost accumulation worksheets, the consultant should have an
excellent grasp on the expense structure of the ATM network and costs related to this service, and should
be in a position to formalize in writing the recommendations for ATM transaction pricing. Keep in mind
the credit union's objective of achieving desired net income levels, competitive pricing constraints, the
timetable required to implement, and member response to the pricing changes. The client will have to
communicate these changes well in advance to the members which may present an opportunity for the
credit union to create and implement bundled member services. Packaging or bundling products and
services in a certain way will encourage the member to use additional services to avoid ATM fees.

Example — Cost Analysis of Auto Loan

10.325 The following example illustrates how the ABC Federal Credit Union's consultant might prepare
an analysis of the cost to originate an auto loan. First, the consultant would gather the following
information for use in the analysis.

Interest Income
Interest income expected to be earned is based on the repayment of an $18,000 new auto loan over 48
months. This information should be available in the credit union’s loan processing system or by calculating
the income based on a simple interest amortization method.
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Direct Supplies

All supplies related to the application, approval, issuance, disbursement, and repayment of the loan should
be included. To gather this data, it may be necessary to walk through the entire loan process to identify
the possible components of this activity.
Cost of Funds — Dividends
The cost of funds for a loan include three components: dividends to be paid for the shares used to fund the
loan, a provision for loan loss expense, and the cost associated with servicing a share account over the life
of the loan. Because the shares used to fund the loan will decline as the loan is repaid, the dividend cost
must be calculated using the declining loan balance. Second, a provision for loan loss expense must be
included for each loan. Obviously, it is not known which loans will ultimately become losses, therefore
the historical net loan loss percentage should be used. A more accurate representation can be calculated
if the net loan loss percentage by type of loan is available instead of calculating the percentage for the entire
loan portfolio. Third, the cost associated with servicing a share account over the life of the loan should be
included.

Direct Department
Direct department costs include the cost of employees' time to process all transactions related to the loan,
from application through final payment. Hourly rates for employees should include wages and all benefits.
In this example, the cost of the teller's time to process the 48 loan payments has been included. Also, all
time to process, approve, disburse and close the loan by the loan department personnel is included.
Direct Overhead

Overhead must be determined for the credit union and preferably designated by department. An allocation
of overhead may be made using the personnel assigned to that department, by the square footage of the
credit union building occupied by the department, or by another logical, rational method that allocates the
cost to the loan product.
Indirect Cost Absorption

The costs of operating the credit union that have not been included in other sections should also be
included.
10.326 All cost information accumulated is then used to calculate the total cost of the loan, the
contribution to net income, and the return on average assets provided by the loan. Illustration No. 10-6 is
an example of a complete cost analysis study.

10.325
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9/95
1

899
430

889
426

899
430

902
4,343
5,245
1,303

11,527
54,437
65,964

Total Fee Income

178.21

171.21

180.21

178.21

180.21

2,131.00

Fee Income
Per item
Annual ATM card fee $2.50 peraccount per year
170.21
170.21
170.21
170.21
170.21
2,043.00
Transaction fee-CU ATM
Transaction fee-non-CU ATM
ATM card replacement fee
ATM PIN revision fee
ATM over withdrawal/transer
n/c All must be
Funds available
n/c Share or LOC
Non-sufficient funds
Balance Inquiry Fee
$1.00 each over 4
8.00
1.00
10.00
8.00
10.00
89.00
Other:
___________________________________________________________

904
4,490
5,394
1,329

874
4,593
5,467
1,315

MONTH 2 MONTH 3 MONTH 4 MONTH 5 Annualized

# of Transactions processed through ML orGateway
921
1,202
#
of Transactions Quantum only4,397 4,859
Total# of Transactions
5,318
6,061
#
of Cards1,268 1,292
# of accounts with cards
Cards being used
870
889
Cards issued but not used
398
403

MONTH

ILLUSTRATION NO. 10-1
ABC FEDERAL CREDIT UNION
EXAMPLE OF A COMPLETED ATM FEE & COST ACCUMULATION WORKSHEET
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Expenses
Fixed
Monthly support fee
Network connection
(Quantam, Network 1, Magicline)
Fixed telecommunications
Host link
Communication Links
Hardware Encryption
Workstation Base Fee
Workstation Dial-up
Workstation'800'service
Applications
Fiche - on-line
Fiche - order
Other:
Total Fixed Expenses
200.00
187.00
350.00
70.00
75.00
210.00
9.75
41.25
70.50
50.00

1,363.50

200.00
187.00
350.00
70.00
75.00
210.00
10.50
30.00
70.50
50.00

1,353.00

200.00
187.00
350.00
70.00
75.00
210.00
13.50
50.00
70.50
50.00

1,376.00

100.00

2,400.00
2,280.00
4,200.00
840.00
900.00
2,520.00
137.00
484.00
846.00
600.00

1,200.00

___________________
1,387.40
16,407.00

200.00
202.00
350.00
70.00
75.00
210.00
11.90
48.00
70.50
50.00

200.00
187.00
350.00
70.00
75.00
210.00
11.25
32.50
70.50
50.00

1,356.25

100.00

100.00

MONTH 2 MONTH 3 MONTH 4 MONTH 5 Annualized

100.00

1

100.00

MONTH

ILLUSTRATION NO. 10-2
ABC FEDERAL CREDIT UNION
EXAMPLE OF A COMPLETED ATM FEE & COST ACCUMULATION WORKSHEET
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Delivery & Tax on Delivery
Total Cost of Ordering Cards

PIN

Cost of Ordering Cards
Postage
Card

Other
Total Variable Processing Expenses

(use when interchange is not detailed)

Magicline debits (Members at Magic Line)
Magicline credits
Foreign debits (Members at other terminals)
Foreign credits

(may have to add worksheet if in more than one network)

Variable Expenses
Per transaction cost
Deluxe per transaction
0.08
Deluxe cardholder fee
0.06
Deluxe interchange fees
see Fee settlement report
Withdrawal 4.167
Deposit
Transfers
Balance Inquiry
$1 after first 4
Incomplete transaction
Authorization not available

1

782.48
(95.75)
0.00
(0.25)

388.72
77.52
1,036.80

765.78
(129.30)
1.34
(3.62)

367.44
78.90
951.00

730.08
(106.00)
5.27
(2.22)

359.20
79.74
996.30

4,355.00
937.00
11,578.00
10.00

729.10
8,980.00
(104.45)
(1,353.00)
5.50
37.00
(0.93)
(31.00)

347.44
78.18
951.75

MONTH 2 MONTH 3 MONTH 4 MONTH 5 Annualized

8.61
79.21

11.60
57.96
1.04

12.18
67.62
0.26
9.36
89.42

12.18
67.62
0.26
9.36
89.42

11.89
61.18
0.78
9.12
82.97

11.89
61.18
0.78
9.12
82.97

143.00
757.00
7.00
109.00
1,018.00

___________________________________________________________
1,919.80 2,189.52
2,031.54 2,062.37
2,006.59
24,504.00

734.27
(128.20)
3.42
(5.93)

351.76
76.08
888.40

MONTH

ILLUSTRATION NO. 10-3
ABC FEDERAL CREDIT UNION
EXAMPLE OF A COMPLETED ATM FEE & COST ACCUMULATION WORKSHEET
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Net Income(Loss)

Total Expenses

Total Personnel Related Expenses
Total Variable Expenses

3,835,01

350.55
2,471.51

34.10
70.80
0.00
5.42
24.78
87.38
126.60
1.48

3,852,14

350.55
2,495.89

34.10
70.80
0.00
5.42
24.78
87.38
126.60
1.48

3,827,51

350.55
2,440.11

1.48

34.10
70.80
0.00
5.42
24.78
87.38
126.60

46,135,00

4,207.00
29,728.00

409.00
850.00
0.00
65.00
297.00
1,049.00
1,519.00
18.00

_(3 , 547.95) (3,804.88) (3,657,40) (3,674,53) (3,649,90) (44,003.00)

3,982,49

3,725,56

34.10
70.80
0.00
5.42
24.78
87.38
126.60
1.48

MONTH 2 MONTH 3 MONTH 4 MONTH 5 Annualized

350.55
2,629.49

1

350.55
2,349.56

Personnel-DIRECT ONLY
# of houAverage Cost per hour
Service ATM machine(s)
5
6.82
34.10
Order cards
10
7.08
70.80
Issue PIN's
Included above
0.00
Application Assistance
1
5.42
5.42
DP system set up
3.5
7.08
24.78
ATM service balancing
12.5
6.99
87.38
Credit Report-overdraft & LO
15
8.44
126.60
Accounts Payable
0.15
9.84
1.48

MONTH

ILLUSTRATION NO. 10-4
ABC FEDERAL CREDIT UNION
EXAMPLE OF A COMPLETED ATM FEE & COST ACCUMULATION WORKSHEET
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1.05 per card issued
0.31 Per Host transaction
0.66 Per Outside transaction
0.37 Per transaction

2.11 per card & PIN
0.96 per PIN

0.27 per card issued
1.90 per card issued

2.96 per card issued
0.70 per transaction
(2.82) per card issued
(0.67) per transaction

Total Fixed Expenses

Total Variable Processing Expenses

Total Card Ordering Expenses

Total Personnel Expenses

Total Variable Expense

Total Expenses

Net Income (Loss)

MONTH 2 MONTH 3 MONTH 4 MONTH 5 Annualized

0.03 per transaction
0.14 per card
0.20 per card used

1

Total Income

MONTH

ILLUSTRATION NO. 10-5
ABC FEDERAL CREDIT UNION
EXAMPLE OF A COMPLETED ATM FEE & COST ACCUMULATION WORKSHEET
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Illustration No. 10-6
Example of a Cost Analysis for ABC Federal Credit Union
$18,000 New Auto Loan Counter Pay 48 Months
Amount

Income

Percent

3525.89

Loan Income @ 7.900%
Direct Supplies

1

Credit Report
Application

0.07
0.2
0.32
0.48
0.5
0.4
11
0.8
0.66

Loan Folder
Note/Disclosure/SEC

Payment Coupons
Vouchers
Check
Filing Fee
2 Lien Letters
2 Envelopes & Postage

$ 15.43

Total

.44%

Costs of Funds - Dividends
Direct Costs:

985.34

DIV=@ 11197. 2.200%
Provision for Loan Losses .600%
Cost to Service Shares Used to
Fund Loans:

268.73
1663.87
$ 2917.94

Total
Minutes

Hourly Rate

Tellers
Accept Payments

48

14.55

11.63

Loans
Process Loan
Close Out Loans

41
10

16.74
16.74

11.44

Direct Departments:

Total

Amount

82.76%
Percent

2.78

$ 2959.22

83.93%

Direct Departmental Overhead
Allocation:

10.82
16.48

Tellers
Loans
Total

10.326

$ 27.30

9/95
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♦ -----------------------------------------------------------------Illustration No. 10-6
Example of a Cost Analysis for ABC Federal Credit Union
$18,000 New Auto Loan Counter Pay 48 Months (Continued)
Indirect Cost Absorption Based
on Hourly Rates:

Tellers

12.03
10.52
2.91

Loans
Supply Absorption
Total
Total Cost

Contribution to
Net Income

Return on
Average Assets

9/95

25.46

$ 3011.99

85.43%

$ 513.90

14.58%

.71%

10.326
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SUPERVISORY COMMITTEE AUDIT
A1.000

NATURE AND SCOPE OF SUPERVISORY COMMITTEE AUDITS

A1.001 The supervisory committee plays a key role in developing and maintaining operational and
financial controls in a credit union that help ensure that members' assets are adequately safeguarded and
protected. The supervisory committee is also responsible for overseeing the financial reporting process
and ensuring that the credit union has an effective internal control structure. Further, as part of their
oversight responsibilities of federal- and state-chartered credit unions, the NCUA and state regulatory
agencies require supervisory committees to conduct periodic "supervisory committee audits." This
Appendix will discuss the scope of these audits and the CPA's role.

The Scope of the Supervisory Committee Audit

A1.002 The term "supervisory committee audit" is often used in a general sense to describe work
performed by CPAs to satisfy NCUA and state regulatory audit requirements. Those audit requirements
range in scope from an audit of the credit union's financial statements in accordance with GAAS to the
application of certain procedures to selected elements, accounts, or items of the credit union's financial
statements. Because audits in accordance with GAAS are covered in the other chapters of this Manual,
this Appendix will focus exclusively on performing agreed-upon procedures engagements in connection
with supervisory committee audits.
A1.003 Although it is the supervisory committee's responsibility to ensure that the audit requirements
of its regulatory agencies are met, as a practical matter, committees often rely on their CPAs for guidance.
As a result, CPAs should be familiar with the supervisory committee audit requirements of their clients.
A summary of each state's regulatory audit requirements is provided in section A2.000.

Practice Tip:

Most regulatory agencies that require less than a full-scope audit will accept an audit of the financial
statements in accordance with GAAS as full satisfaction of their audit requirements.
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What is the CPA's Role in the Supervisory Committee Audit?

A1.004 Not only do regulatory agencies' audit requirements vary, their stipulations for who performs
the audit work also varies. A CPA may be involved at the highest level, an audit of the credit union’s
financial statements in accordance with GAAS, or at a lower level, performing some or all of the
regulator's specified procedures. A unique aspect of supervisory committee audits is that regulators often
allow the audit work to be performed by supervisory committee members or "other qualified persons" (this
term often refers to employees of state credit union leagues). As a result, except for GAAS audits, a
supervisory committee audit may be conducted without a CPA's involvement.

Scope of Agreed-Upon Procedures
A1.005 The first challenge in an agreed-upon procedures engagement is to determine what specific
procedures are needed to comply with the credit union's regulatory audit requirements. Often, federal and
state regulations do not describe the audit procedures in sufficient detail to serve as a basis for an agreedupon procedures engagement. In most cases, the scope of an agreed-upon procedures engagement consists
of, in very general terms:
1. Obtaining and documenting an understanding of the internal control structure.

2. Physically controlling and accounting for certain asset and liability accounts, consignment
items, and other services and activities on a surprise-entry basis.
3. Confirming the details of loans, deposits, and other accounts with third parties.
CPAs can use their knowledge of the client and the regulators' expectations to develop a detailed listing
of specific procedures that serves as the basis for an agreed-upon procedures engagement. The users’
agreement with these procedures should be acknowledged in a signed engagement letter that contains a
detailed listing of these procedures. A sample engagement letter is included at section A4.001.

Authoritative Literature Governing Agreed-Upon Procedures Engagements

A1.006 SAS No. 35. Currently, the primary authoritative source for agreed-upon procedures
engagements is SAS No. 35, Special Reports - Applying Agreed-upon Procedures to Specified Elements,
Accounts, or Items of a Financial Statement. The AICPA Audit and Accounting Guide, Audits of Credit
Unions, also provides guidance for performing such engagements. Basically, SAS No. 35 requires:
1. A written or oral communication that communicates a clear understanding of the procedures
to be performed.
2. A restriction of the distribution of the report to named parties.

3. The accountant must be independent.
4. A report that communicates the following:
a. The specified elements, accounts, or items to which the agreed-upon procedures were
applied.

b. The intended distribution of the report.

A1.004
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c.

A-5

The procedures performed.

d. The accountants' findings.
e.

A disclaimer of opinion with respect to the specified elements, accounts, or items.

f.

A statement that the report relates only to the elements, accounts, or items specified and
does not extend to the entity's financial statements taken as a whole.

A1.007 Other. In addition, the general standards and the first standard of fieldwork of generally
accepted auditing standards (AU150.02) also apply to agreed-upon procedures engagements. These
standards are summarized below:
General Standards:
Adequate training and proficiency of engagement personnel
Independence

Exercise of due professional care

First Fieldwork Standard:

Work should be adequately planned and assistants properly supervised
Also, agreed-upon procedures engagements are subject to peer review under the AICPA’s Peer Review
Programs.
A1.008 Independence. In considering the CPA firms' and engagement personnel's independence with
respect to the client, accountants performing supervisory committee audits for federal credit unions must
also be independent of the credit union's employees, members of the board of directors, supervisory and
credit committees and/or the credit union's loan officers, and members of their immediate families.
"Members of their immediate families" is defined as a spouse, child, parent, grandchild, grandparent,
brother or sister, or the spouse of any such individual.
Al.009 SAS No. 75. At press time, SAS No. 35 was expected to be superseded by SAS No. 75,
Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial
Statement. The new SAS is expected to be issued in October 1995 and would be effective for reports dated
after April 30, 1996. This new SAS is being issued in response to concerns about the wide diversity in
practice in performing and reporting on agreed-upon procedures engagements. This SAS significantly
expands the guidance for these engagements in the following areas:

9/95

•

The nature of agreed-upon procedures engagements

•

Conditions for performing agreed-upon procedures engagements

•

The nature, timing, and extent of procedures.

•

The accountant’s and users’ responsibilities.

•

How to report the procedures performed and findings.

A1.009
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--------------------------------------------------------------------------------------------A1.010 Currently, under SAS No. 35, accountants are allowed to express negative assurance in a report
on the application of agreed-upon procedures. Under SAS No. 75, however, an expression of negative
assurance will no longer be permitted.
A1.011 Another important feature of SAS No. 75 is that, in addition to requiring agreement with the
client and other users as to the procedures to be performed, it also requires that the specified users take
responsibility for the sufficiency of the procedures for their purposes. Acknowledgement of the users’
responsibility can generally be accomplished by obtaining a signed engagement letter.
A1.012 SAS No. 75 also indicates that the nature, timing, and extent of the agreed-upon procedures may
be as limited or extensive as the specified users of the report require. Precise terms such as “selected,”
“inspected,” and “confirmed” should be used to describe the procedures, rather than vague or subjective
terms, such as “read,” “reviewed,” “checked,” and “tested.”
Al.013 Although this Appendix is based on the existing authoritative literature (SAS No. 35) for agreedupon procedures engagements, many of the concepts in SAS No. 75 can be applied currently. Users of
this Manual should be alert for the issuance of SAS No. 75 to ensure that they comply with the latest
authoritative requirements.

Suggested Procedures
A.1014 The following sections describe some of the typical procedures performed in an agreed-upon
procedures engagement. Obviously, the guidance in these sections should be modified to fit the unique
requirements of each client’s regulatory requirements and supervisory committee needs. The suggested
practice aids should also be modified to fit each engagement.
A1.015 Engagement Planning. As mentioned earlier, accountants engaged to perform agreed-upon
procedures engagements are required under the General Standards to adequately plan the engagement.
Planning activities for such engagements need not be as elaborate as those for a GAAS audit. At a
minimum, they should include:

A1.010

(1)

Obtain agreement with the users of the report as to the procedures to be performed.
Document the agreement in an engagement letter.

(2)

Review relevant regulatory agency requirements for the supervisory committee audit.

(3)

Read the credit union’s most recent financial statements.

(4)

Read minutes of meetings of the board of directors and supervisory committee.

(5)

Read reports of and correspondence with regulatory agencies.

(6)

Select the surprise entry date and review the procedures to be performed with engagement
personnel.

(7)

Determine that the firm and engagement personnel are independent with respect to the
client and to the regulatory agency.
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------------------------------------------------------------------------------------------------------------------A1.016 Documentation of planning procedures need not be elaborate, and can often be accomplished by
completing the Client Acceptance and Continuance Form (Chapter 3, section 3.701), preparing a detailed
engagement letter that describes the agreed-upon procedures, and preparing a brief planning memo.
A1.017 Engagement Letter. The engagement letter should describe the agreement with the supervisory
committee and other users of the report on scope and responsibility, including:
•

That the purpose of the engagement is to assist the supervisory committee in performing the
supervisory committee audit.

•

That the responsibility for completing the applicable regulatory agency's supervisory
committee audit requirements, if any, and for reporting the results to the agency rests with
the supervisory committee.

•

The details of the major areas to be covered.

•

The extent of procedures to be performed in each area.

•

Any specific regulatory agency requirements to be omitted.

A sample engagement letter is shown in section A3.004.
A1.018 Engagement Performance Procedures. The actual engagement procedures should follow
closely with those outlined in the engagement letter. In fact, most accountants use the procedures outlined
in the engagement letter as a work program for engagement personnel to follow. Accountants may find
that as the engagement progresses the procedures need to be changed or expanded. If such modifications
are significant, it is often advisable to obtain the client's and regulator's agreement in writing. As
mentioned earlier, the general scope of the engagement procedures generally includes:

1.

Obtaining and documenting an understanding of the internal control structure.

2. Physically controlling and accounting for certain asset and liability accounts, consignment
items, and other services and activities on a surprise-entry basis.
3. Confirming the details of loans, deposits, and other accounts with third parties.

A1.019 Obtaining an understanding of the internal control structure can be accomplished by completing
the Internal Control Structure Questionnaires in Chapter 5, section 5.200 and the EDP questionnaires in
section 5.300.
A1.020 Often, the agreed-upon procedures require controlling and testing certain negotiable items and
other asset and liability accounts on a surprise-entry basis. The Interim Work Assignment Program in
Chapter 3, section 3.709 can used as a basis for testing these items, as agreed-upon with the supervisory
committee and the regulators.
A1.021 Confirming the details of loans, deposits, and other accounts with third parties generally involves
use of one of the following methods:
1. A controlled verification of 100 percent of members' share and loan accounts.
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-----------------------------------------------------------------------------------------------2. A controlled random statistical sampling method that accurately tests sufficient accounts in
both number and scope to provide assurance that the general ledger accounts are fairly stated
and that members' accounts are properly safeguarded. The sampling method must provide
each member account an equal chance of being selected.
A1.022 The Supervisory Committee Work Program in section A3.005 includes comprehensive
engagement procedures for a hypothetical agreed-upon procedures engagement. The Program consists
of the following 15 sections, representing most of a credit union’s asset, liability, and equity accounts.
This Program should be carefully reviewed and modified to ensure that the procedures performed comply
with the procedures agreed to with the users of the report.

Section I
Section II
Section III
Section IV
Section V
Section VI
Section VII
Section VIII
Section IX
Section X
Section
Section
Section
Section

XI
XII
XIII
XIV

Section XV

Planning
Cash
Loan Accounts
Allowance for Loan Losses
Investments
Property and Equipment
Other Assets Including Other Real
Estate Owned and Accrued Interest Receivable
Mortgages, Notes Payable, and Other Financing
(Including Federal Funds)
Members' Share and Savings (Including Checks
and Consigned Items)
Accrued Expenses and Other Liabilities (Including
Collections and Safekeeping)
Equity
Insider Transactions (Supplement)
Revenues
Expense Account Analysis and Vouching (Other
Operating and Occupancy Expenses)
Completing the Engagement

A1.023 Representation Letter. Although obtaining a representation letter is not currently required for
agreed-upon procedures engagements, this is generally considered good practice. They are also
recommended in SAS No. 75. A sample representation letter is illustrated in section A3.004.
Reporting the Results of a Supervisory Committee Audit

A1.024 Just as the procedures for each agreed-upon procedures engagement is different, the accountant’s
report on each engagement will also differ. Each report should be tailored to describe the procedures
performed and the findings. SAS No. 35 requires such reports to include:
a. The specified elements, accounts, or items to which the agreed-upon procedures were
applied.

b. The intended distribution of the report.
c.

A1.022

The procedures performed.

9/95

A-9

CREDIT UNION AUDIT MANUAL

------------------------------------------------------------------------------------------------------------------d.

The accountants' findings.

e.

A disclaimer of opinion with respect to the specified elements, accounts, or items.

f.

A1.025

A2.000

A statement that the report relates only to the elements, accounts, or items specified and does
not extend to the entity's financial statements taken as a whole.

SAS No. 75 will require the report to include the following:

a.

A title that includes the word “independent.”

b.

Reference to the specified elements, accounts, or items of a financial statement of an
identified entity and the character of the engagement.

c.

Identification of the specified users.

d.

The basis of accounting of the specified elements, accounts, or items, unless clearly
evident.

e.

A statement that the procedures performed were agreed to by the users identified in the
report.

f.

Reference to the standards established by the AICPA.

g.

A statement that the specified users are responsible for the sufficiency of the procedures,
and a disclaimer of responsibility for the sufficiency.

h.

A list of (or reference to) the procedures performed and related findings.

i.

If applicable, any agreed-upon materiality limits.

j.

A statement that the accountant was not engaged to, and did not, perform an audit of the
specified elements, accounts, or items.

k.

In certain situations, a disclaimer of opinion on the effectiveness of the internal control
structure

1.

A statement restricting the use of the report to specified users.

m.

If applicable, reservations or restrictions about the procedures and findings.

n.

Where applicable, a description of any assistance provided by a specialist.

STATE REGULATORY REQUIREMENTS FOR SUPERVISORY COMMITTEE AUDITS

A2.001 The matrix included in this section summarizes state audit requirements for credit unions. As
described in A1.002, those requirements may range from an audit of the credit union’s financial statements
in accordance with GAAS to an agreed-upon-procedures engagement.
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A2.002 The attached matrix in section 42.003 is divided into two main parts: agreed-upon-procedures
engagements and GAAS audits for 47 states. (Delaware, South Dakota, Wyoming, and Washington, D.C.
are not included in the matrix because they have no legislation permitting state-chartered credit unions.)
In using this matrix, be aware of the following:
•

Scope of an Agreed-Upon Procedures Engagement. As discussed in A1.005 it is often
difficult to determine the specific procedures required to comply with regulatory audit
requirements. The matrix is divided into the following three sections:
1. NCUA. Those states that have adopted the NCUA regulations, a copy of which has
been included in A2.004.

2. State. Those states that have written their own procedures.

3. Unspecified. Those states that have adopted unspecified or vague regulations. Guidance
on clarifying the required procedures in these situations is provided in A1.005.

A2.002

•

Who Can Perform an Engagement. As described in A1.004, supervisory committee audits
may be performed by either the CPA, supervisory committee members, or "other qualified
persons" (which, typically refers to persons who have auditing or credit union experience,
such as former state or federal examiners).

•

GAAS Audit. Section 701.13 of the NCUA Rules and Regulations requires a GAAS audit
if a credit union "has experienced serious and persistent recordkeeping deficiencies." A state
supervisory agency also has the authority to require a GAAS audit in certain situations, for
example, when the safety and soundness of a credit union is questioned.

•

Other. An asterisk *() in the matrix refers to the additional guidance offered in the
comments section of the matrix.
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N.R.
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A3.000 USING FORMS FROM CREDIT UNION AUDIT DOCUMENTATION SYSTEM
A3.001 The following documentation, modified as appropriate, should be used in addition to the
specialized documentation in this Appendix.

Documentation

1.
2.
3.
4.
5.
6.
7.
8.
9.

Client Acceptance and Continuance Form—Credit Unions (Chapter 3,section 3.701)
Planning memorandum
Preliminary Credit Union Survey Questionnaire (Chapter 3, section 3.708)
Internal Control Structure Questionnaire—Credit Unions (Chapter 5, section 5.200)
EDP Documentation (Chapter 5,sections 5.301-5.304)
Interim Work Assignment Program (Chapter 3, section 3.709)
Consultation Form (Chapter 7, section 7.910)
Budgeting and Time Control Documents (Chapter 3, sections 3.703-3.704)
Working Papers and Correspondence (Chapter 6, Appendix)

Specialized Documentation for Supervisory Committee Audits

A3.002 The documentation in the remainder of this Appendix have been tailored especially for an agreedupon procedures engagement performed in connection with a supervisory committee audit. These
documents should be modified to fit each unique engagement.

1. Engagement letter (section A3.003)

2. Representation letter (section A3.004)
3. Supervisory Committee Work Program (section A3.005)
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A3.003 Illustrative Engagement Letter

Agreed-Upon Procedures Engagement
for Supervisory Committee Audit
[Date]

Supervisory Committee
XYZ Credit Union
This letter is to confirm our understanding of the terms and objectives of our engagement and the nature
and limitations of the services we will provide to XYZ Credit Union for the year ending[date].

We will apply certain procedures to selected records and transactions for the purpose of helping you to
complete your supervisory committee audit.

The procedures to be performed are summarized in the supplement to this letter. Because those procedures
will not constitute an audit made in accordance with generally accepted auditing standards, we will not
express an opinion on any of the items specified in the supplement or on the financial statements of the
credit union taken as a whole. The scope of this engagement as outlined in the supplement does not include
an evaluation of all areas that generally are of higher risk in the credit union industry, such as securities
held or the collectibility of loans, the adequacy of collateral thereon, or the reasonableness of the allowance
for loan losses.

Our engagement will not include a detailed examination of all transactions and cannot be relied on to
disclose errors, irregularities, or illegal acts, including fraud or defalcations, that may exist. However,
we will inform you of any such matters that come to our attention.
We direct your attention to the fact that management has the responsibility for the proper recording of the
transactions in the accounting records and for preparation of financial statements in conformity with
generally accepted accounting principles.

Certain of the procedures described in the supplement to this letter will be applied on a surprise basis
during the year after we consult with the appropriate regulatory agencies to ensure that the date selected
will not conflict with their examinations.1

1 Some supervisory committee audits may not be conducted on a surprise basis or include consultation
with regulatory agencies.
A3.003
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Our report will include a summary of the accounts and elements subject to the procedures performed.2
This report will be issued solely for the information of the credit union's supervisory committee and
management and appropriate regulatory agencies [or other specified third parties]; it is not to be used by
any other parties because of the restricted nature of our work. Our report will also contain a paragraph
indicating that had we performed additional procedures or had we made an audit of the financial statements
in accordance with generally accepted auditing standards, other matters might have come to our attention
that would have been reported to you.

Our fees are based on the time required by the individuals assigned to the engagement, plus direct
expenses. Individual hourly rates vary according to the degree of responsibility involved and the skill
required. Interim billings will be submitted as services are rendered and as expenses are incurred.
We will be pleased to discuss this letter with you at any time. If the foregoing is in accordance with your
understanding, please sign the copy of this letter in the space provided and return it to us.

Sincerely yours,

[Signature of Independent Auditor]

Acknowledged:

[Name of Credit Union]

[Signature of Credit Union Director]3,4

[Date]

2 In certain instances, the independent auditor may not be able to discuss the procedures to be performed
with all the parties—for example, bonding companies—that will receive a copy of the report. In these
circumstances, the auditor should satisfy the requirements of paragraph 2 in SAS No. 35, Special
Reports—Applying Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial
Statement, by applying alternate procedures in order that the parties involved be made aware of the
procedures applied before the report is issued.

3 Preferably, the chairperson of the supervisory committee or an outside director should acknowledge
the procedures to be performed.

4 The independent auditor should consider reviewing the engagement letter with the supervisory
committee in order to allow its participation in defining the scope of the examination.
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SUPPLEMENT TO ILLUSTRATIVE ENGAGEMENT LETTER
Procedures to Be Performed in Connection With
a Supervisory Committee Audit5

In connection with our engagement, the procedures to be performed are summarized as follows:

1. General

a. Start the engagement on a date selected by us without prior notification of credit union personnel,
officers, or directors. Obtain immediate control [seal vault, etc.] of assets and records and
maintain control until applicable procedures have been completed. The surprise procedures will
cover the main office and [the following] branches.
b. Review reports of examination by, and correspondence with, regulatory agencies.6
c. Review minutes of meetings of the board of directors and of committees reporting to the board.

d. Review entries to selected general ledger accounts in excess of $.
e. Review accounting procedures for handling nonledger assets, such as loan charge-offs and
recoveries, loan commitments, loans, "participated" to and services for others, collection items,
traveler's checks, and U.S. savings bonds.

f.

Obtain letters concerning litigation, claims, and assessments from legal counsel.

g. Obtain a management representation letter.
Procedures to be performed with respect to individual accounts or elements should be listed in detail,
including number and types of confirmations, extent of tests of revenue and expense, and types of sampling
methods to be used. Individual accounts and elements to which other procedures are applied generally
include the following:

1. Cash, cash items, and clearings and exchanges.

2. Securities.
3. Federal funds sold [purchased].

4. Loans and leases.
5. Real estate owned.

A3.003

5

This Supplement is for illustrative purposes only and, therefore, is not considered to be an all-inclusive
list of accounts that may be examined and procedures that may be performed. The illustrative procedures
listed may or may not be relevant to a particular engagement. The independent auditor should describe
those accounts examined and procedures relevant to the specific engagement.

6

Independent auditors should refer to the policies of regulatory agencies on the use of supervisory
information.
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Representation Letter—Supervisory Committee Audit
[Client Letterhead]

[Date of Report on
Agreed-Upon Procedures]
[Engagement Partner's Name]
[Firm Name]
In connection with your agreed-upon procedures of XYZ Credit Union, as of
[agreed-upon procedures date], for the purpose of assisting the Supervisory Committee in performing the
agreed-upon procedures, as discussed in your letter dated, we submit, at your
request, the following representations, according to the best of our knowledge and belief:

1. We are responsible for the fair presentation of financial position in the daily trial balances.
2. We have made available to you all financial records and related data and have not withheld any
information necessary for fair presentation of the daily trial balances.

3. Complete and accurate minutes of all meetings of members, directors, and committees of directors
held through the date of this letter have been made available to you.
4. There have been no

a. Irregularities involving management or employees who have significant roles in the internal
control structure.
b. Irregularities involving other employees that could have a material effect on the daily statements.
c. Communications from regulatory agencies concerning noncompliance with, or deficiencies in,
financial reporting practices or other matters that could have a material effect on the daily
statements.

5. We have no plans or intentions that may materially affect the carrying value or classification of
investments, loans, or any other assets or liabilities.
a. Adequate provision has been made for any losses, costs, or expenses that may be incurred on
securities, loans, or leases as of the engagement date.

b. Permanent declines in the value of investment securities have been properly reported in the daily
statements.
6. The following have been properly recorded in the daily trial balances if material or applicable:
a. Related-party transactions and related amounts due to or due from affiliates, including sales,
purchases, loans, transfers, advances, leasing arrangements, and guarantees.

b. Arrangements with financial institutions involving compensating balances or other arrangements
involving restrictions on cash balances and line of credit or similar arrangements.
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c. Agreements to repurchase assets previously sold.

7. There are no

a. Violations or possible violations of law or regulations whose effects should be considered for
disclosure in the daily trial balances or as a basis for recording a loss contingency.
b. Other material liabilities or gain or loss contingencies that are required to be accrued or disclosed
by Statement of Financial Accounting Standards (SFAS) No. 5, Accounting for Contingencies.
8. There are no unasserted claims or assessments that our lawyers have advised us are probable of
assertion and must be disclosed in accordance with SFAS No. 5.

9. There are no material transactions that have not been properly recorded in the accounting records.
10. The Credit Union has satisfactory title to all owned assets, and there are no liens or encumbrances on
such assets nor has any asset been pledged, except certain investment securities pledged in the normal
course of business.
a. All contingent assets and liabilities, including loans charged off, unfunded loans, and outstanding
letters of credit, have been adequately disclosed to you.

b. Liabilities are adequate for interest on deposits and other indebtedness, including subordinated
capital notes and participation loans.
11. Provision has been made for any material loss to be sustained in the fulfillment of, or from inability
to fulfill, any loan commitments.

12. We have complied with all aspects of contractual agreements that would have a material effect on the
daily statements in the event of noncompliance.

13. No events have occurred subsequent to[agreed-upon procedures date] that would require
adjustment to the daily statements.
14. Transactions with officers, directors, or other related parties are in accordance with the regulations
put forth by the respective regulatory bodies.
15. Commitments to purchase or sell securities under forward-placement financial futures contracts and
standby commitments have been adequately disclosed to you.

Very truly yours,

[Chief Financial Officer]

[Chief Executive Officer]
A3.004
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A3.005

Supervisory Committee Work Program
Client:___________________________________________________________________________

Financial Statement Date: __________________________________________________________

Surprise-Entry Date:______________________________________________________________

INSTRUCTIONS:
This program has been developed for modification and use on all supervisory committee audits. It is not
a substitute for professional judgment. Minimum procedures and sample sizes should be selected to meet
specific needs of the committee and supervisory agencies. This program should be prepared and modified
by the in-charge and approved by the engagement partner before field work begins. All program steps
should be initialed in the "Done By" column and dated by engagement personnel when completing the
work.

Section I
Planning
Objectives:
1.

2.

To comply with and document the requirements of professional standards for planning.

To design and conduct the engagement in accordance with the standards of the profession and the terms
of the engagement letter in an efficient manner.

Procedures

Done By

Date

W/P
Ref.

Pre-engagement:

A. Prepare or update a Client Acceptance and Continuance Form.
B. Prepare or update the Preliminary Credit Union Survey
Questionnaire.
C. Review the following items from the prior engagement:

1. Agreed-upon procedures report.

2. Working paper files.
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures

3. Internal
control
communication.

structure

reportable

W/P
Ref.

Date

conditions

4. Time budget and control documents including suggestions
for future time savings.

D.

Prepare preliminary Time Budget and Control Forms.

E.

Schedule staff and any specialists required.

F.

Prepare an engagement letter that clearly indicates the nature of
the engagement, the procedures to be performed, and client
responsibilities.

G.

Meet with client and discuss:

1. Engagement letter (partner should present).
2. Timing of work, i.e., interim work and target dates.
3. Working space and equipment for staff.

4. Current hours of operation.

5. Changes in client's operations and its accounting system.
6. Uses of report.
7. a. Request client to prepare and mail letter to service
bureau or correspondent bank used for computer services
authorizing them to release data to us.
b. Determine advance notice required of us to obtain data
from services.
-----------

A3.005

-----------

---------

8. Obtain introduction letters for staff use at branch or main
office locations.

-----------

-----------

---------

9. Determine feasibility of morning or afternoon surprise
entry.

-----------

-----------

---------
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Procedures

Done By

Date

W/P
Ref.

10. Discuss availability of personnel to type, stuff envelopes,
prepare working papers, locate documents, and provide
other assistance.

11. Involvement and findings of internal auditors and/or
compliance officer.
12. Client's responsibility to disclose significant legal or
regulatory matters.
13. Recent reports of federal, state, or other examiners and
predecessor auditors.
H.

I.

J.

Notify service bureau in writing of preparation and delivery of
necessary data such as confirmation requests and trial balances.

Prepare standard working papers as appropriate.

Arrange a pre-engagement meeting with staff and discuss the
following:
1. Current economic climate or developments affecting client's
operations.

2. Significant changes in client's operations, accounting
systems, accounting policies and procedures, applicable
professional pronouncements, personnel, etc.

3. Concerns or problems encountered in prior period's
engagement.
4. Last year's report.
5. Report requirements and deadlines.

6. Client assistance.
7. Working arrangements and policies at client's facility.

8. Individual work responsibilities and budget requirements.
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures

Date

W/P
Ref.

9. Surprise-entry procedures:
a.
b.
c.
d.
e.

K.

Location and floor plan.
Time and nature of exam.
Duties.
Use of seals.
Responsibility for supplies.

1. Obtain and read most recent regulatory examiners' reports,
including EDP reports, and private insurance auditor's
report. Follow up on internal control, problem loan, and
other comments.
----------2. Obtain and read any letters of understanding and agreement
(LUAs).
-----------

L.

Plan for confirmation:
1. Arrange printing.

-----------

2. Arrange for window envelopes for confirmation mailing.
M. 1. Consider the extent of computer applications and the need
for completion of applicable Initial Survey of EDP Controls
Form, Microcomputer Installation Survey Form, and appli
cable section of the Internal Control Structure Questionnaire.

-

2. Consider the opportunities to use computer-assisted auditing
techniques.
----------On-going

A3.005

A.

Deliver and explain standard working papers and confirmation
forms to be prepared by client.
-----------

B.

Read, foot, and test client-prepared working papers. Trace to
general ledger or other appropriate source.
-----------

C.

Obtain, read, and excerpt all directors' and supervisory
committee's meeting minutes since last engagement.
-----------

D.

Update permanent file.

-----------
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Procedures

Done By

E.

Follow up on all unusual matters and potential errors coming to
our attention. Prepare adequate documentation.

F.

Supervise and review assistants' work frequently.

G.

Accumulate staff's time daily. At least every five days,
summarize time, and prepare an estimate of time to complete
and compare to time budget. Discuss with engagement
executive and take appropriate corrective action.

Prepared by:

Date:

Reviewed by:

Date:

Date

W/P
Ref.
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----------------------------------------------------------------------------------------------------------------------------SUPERVISORY COMMITTEE WORK PROGRAM

Section II
Cash
Procedures

Done By

Date

W/P
Ref.

-----------

-----------

---------

Cash, Cash Items, Clearings and Exchanges, etc., Demand
Accounts:

Date of Cash Count Follow-Up
A.

Reconcile all cash, cash items, and demand account totals to the
general ledger at the cash count date.

1. Examine support for significant reconciling items.

2. Determine that all confirmations have been received and
reconciled to credit union records.
B.

Review cash items at control day and inspect supporting
documents or evidence for significant subsequent clearings or
confirm material or old items.

C.

Intercept and follow up on disposition of larger returned items
from clearings and exchanges for
days after confirmation
day.

D. Trace confirmations of clearings and exchanges to reconcil
iations with general ledger account balances.
E.

1. Confirm balances with depository banks.

2. Request cut-off statements for all "due from" bank accounts
days after control day.
----------F.

-----------

Obtain bank reconciliations as of interim date or control day,
and test mathematical accuracy.
-----------

---------

-----------

---------

1. Trace confirmations of balances to account reconciliations.
2. Trace book balances to general ledger and bank balances to
bank statements.
-----------

A3.005

-----------

---------
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♦ ------------------------------------------------------------------------------------------------------------------SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures

Date

W/P
Ref.

3. Examine support for reconciling items by reference to
copies of outstanding checks or drafts, subsequent general
ledger postings, cut-off statements, etc.

G.

Perform cash count of teller and vault funds.

H.

Additional procedures:

Prepared by:Date:
Reviewed by:
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SUPERVISORY COMMITTEE WORK PROGRAM

Section III
Loan Accounts
Procedures

A.

Done By

Date

W/P
Ref.

-----------

-----------

---------

Request confirmation of all loan accounts as follows:
1. Positive requests on accounts in all categories with balances
in excess of $_(consider including significant loan con
centrations and other loans in excess of lending limit).
a. Business
b. Real estate and construction
c. Consumer

2. Positive requests on all participation loans purchased and
sold. For participation loans purchased, confirm 100% with
selling bank. For participation loans sold, confirm 100%
with the purchasing bank.
3. Negative requests from the member on % of the
balances of participations.
-----------

-----------

---------

4. Negative requests on___ % of accounts in these categories:
a. Business
b. Real estate and construction
c. Consumer

-----------

-----------

---------

-----------

-----------

---------

5. Request personnel to review for any "no-mail" accounts
selected for confirmation. Inspect notes, loan files, and
evidence of payment for such accounts.
-----------

---------

B.

Send second requests on positive nonreplies.

-----------

-----------

---------

C.

Prepare list of positive confirmation requests not acknowledged
after mailing first and second requests for inclusion in the
report.

-----------

-----------

---------

Reconcile all confirmation exceptions by reference to appro
priate supporting documents. Be alert for explanations that may
be evidence of overall conditions. Follow up on such
conditions.

-----------

-----------

---------

D.

A3.005

-----------
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures
E.

Summarize the results of the confirmation procedures for
presentation in the report.

F.

For representative loans in all categories, past due loans, and
nonaccrual status loans on the confirmation trial balance, select
significant loans and% of other loans and examine notes
and loan files for propriety:

Date

W/P
Ref.

1. All notes and loan files should be examined for significant
loans.

2. Notes should be compared with subsidiary records for
a.
b.
c.
d.

Names of borrowers.
Original amount of loan and current balance.
Original and modified interest rate.
Date.

3. Inspect credit union files for approved applications, credit
reports, loan agreements, members' financial information,
security agreements, collateral documentation, etc., and
consider the following:
a. Stocks:

(1) File
(a)
(b)
(c)
(d)
(e)
(f)
(g)

should contain:
Officers' signatures.
Corporate seal.
Stock power of attorney signed by registered
owner, preferably for each certificate.
Corporate resolution if held by corporation.
Regulation U. Certificate.
Hypothecation agreement, if applicable.
Other:----------------------------------------------

b. Bonds:

(1) All unmatured coupons should be attached to
bonds.
(2) Corporate seal and officers' signatures should be
present.
(3) Bond power of attorney signed by registered
owner should be present.
(4) Hypothecation agreement should be present, if
applicable.
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures

Date

W/P
Ref.

(5) Other:__________________________________
c.

Life insurance cash value:

(1) Policy should be in file with policy-holder's
assignment acknowledged by insurance company.
(2) Verification of cash values and premium payments
from insurance company should be in file.
(3) Verify mode of payment: one lump sum or over
period of years.
(4) Last premium receipt should be in file.
(5) Other:__________________________________
d. Members' share and savings accounts and certificates:
(1) Properly executed assignment should be in file.
(2) Savings account should be flagged to limit
withdrawals.
(3) Verify balance in account is greater than loan
balance.
_______
(4) Signed withdrawal ticket should be in file.
(5) Pledge acknowledged by other depository should
be in file, if applicable.
(6) Hypothecation agreement should be in file, if
applicable.
(7) Other:__________________________________

_______

e. Chattel mortgages:
(1) Complete description of collateral should be
available.
(2) Lien should be recorded and evidenced in file.
(3) Casualty insurance policy assignment should be in
file.
----------(4) Livestock and crop loans should have maturity
coinciding with normal market period.
(5) Titles for vehicles, boats, mobile homes, etc.
should be present.
(6) Collateral receipts, assignment of borrower,
powers, collateral, pledge acknowledgments, and
hypothecation agreements for negotiable collateral
should be in file.
A3.005
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Procedures

Done By

Date

W/P
Ref.

(7) Other:__________________________________
f.

Real estate loans:

(1) Legal description on mortgage should agree with
deed.
(2) Mortgage or deed of trust should be recorded.
(3) Insurance policies in file should include:
(a) Correct address of property.
(b) Sufficient coverage.
(c) Loss payable clause in favor of credit union.
(d) Premium receipts showing current status.
(e) Title insurance or abstract of title and legal
opinion.
(4) Adequate appraisals should be present.
(5) Evidence of insured loan guarantees should be in
file.
(6) Tax receipts should be in file.
(7) If escrow account, ascertain that taxes and
insurance payments are being made.
(8) FHA—determine premiums are paid.
(9) VA—loan coverage and guaranty should be
present.
(10) Construction loans files should have:
(a) Loan agreement.
(b) Title insurance.
(c) Hazard insurance.
(d) Contractor receipts on pay-outs in file.
(11) Other: _________________________________
G.

Review the loan register or journal for
days prior to and
after confirmation day. Inspect notes for larger loans and
determine whether they were entered in the proper period.

H.

Test the footings of the loan register or journal on confirmation
day and trace totals to subsequent postings in the general
ledger.

I.

Examine schedules of new loans and loan payments in process
and agree to general ledger. Examine support for larger
balances.
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Procedures

J.

Obtain a schedule of loan participations purchased or sold.
Examine notes, loan files, and participation agreements for
individually significant balances.

K.

1. Inquire about industry or individual loan concentrations.

Done By

W/P
Ref.

Date

2. Obtain and test list of loans to officers, directors, or related
parties at engagement date.
L.

Obtain or prepare a schedule of legally binding loan
commitments and related commitment fees and consider need
for report presentation.

M.

1. Obtain or prepare a schedule of all outstanding acceptances
and letters of credit.

2. Review the file folders for the letters of credit, on a test
basis, to determine they contain:
a. Approved application.
b. Duplicate of letter of credit initialled by officer signing
letter.
_______
c. Guarantee signed by applicant.
d. Proper approval.

N.

Obtain a trial balance of lease receivables and reconcile to
general ledger.
----------1.

O.

A3.005

_______

-----------

______

---------

Select___ % of the agreements to:
a. Determine if borrower is in compliance with terms.
b. Test disbursements and receipts to supporting
documentation.
----------- ----------- --------c. Confirm outstanding leases.
----------- ----------- ---------

Compute and document the legal lending limit. Compare
amounts to regulatory agency reports and discuss any amounts
over limit with management and/or supervisory audit com
mittee.

-----------

-----------

---------
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(Continued)
P.

Additional procedures:

Prepared by:

Date:-----------------------------------------------

Reviewed by:

Date:-----------------------------------------------
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Section IV
Allowance for Loan Losses
Done By

Procedures

A.

Obtain an analysis of all activity in the account for the year.
Challenge the reasonableness of the charge-offs and recoveries.
Reconcile subsidiary records for charged-off loans to control
record and examine support for significant reconciling items.

B.

Examine correspondence files and discuss with management
significant loans written off during the year.

C.

Agree the total of written off loans for the year in the
charged-off ledger to the allowance for loan losses account.

Date

W/P
Ref.

D. Agree charged-off loans per general ledger to amounts charged
off per Board of Director minutes.

A3.005

E.

Select significant loans that have been written off during the
year, review the propriety of the charge-off, supporting
documentation, and formal approval. Send confirmations to
% of loans charged off during the year.

F.

Select a sample of recovery entries in the charged-off ledger for
the year and trace to the allowance account.

Prepared by :

Date:

Reviewed by:

Date:
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SUPERVISORY COMMITTEE WORK PROGRAM

Section V
Investments
Procedures
A.

Review the Interim Work Assignment Program and determine
status of any uncompleted work. Follow up on any unusual
matters or problems.

B.

Obtain a list of investments at engagement date including
descriptions, par value, number of shares, cost, carrying
amount, and market value. Trace balances to the general
ledger. Review subsequent transactions to determine com
pleteness of list. Compare payment dates for principal and
interest payments to dates such payments were received to
determine any substitutions.

Done By

w/p
Ref.

Date

C. Examine securities on hand at engagement date and obtain a
receipt for their return.

D. Obtain confirmation of securities held by others at engagement
date.
_______
E.

Test computations of
carrying amounts, including bond
premium and discount amortization, accrued and earned
income, and gains or losses during the period. Be alert for any
"wash sales" recorded improperly.

F.

Review published reporting services for stock dividends,
exchanges, splits, etc.

_______

_____

G. For debt securities, review carrying basis and amortization.
H. Examine brokers' advice and/or directors' approval for major
transactions during the period.
I.

1. Determine proper classification by reference to the nature of
the security and management's ability and intention to hold.

2.

Determine that

a. Trading account securities are valued at market.
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Procedures

Done By

W/P
Ref.

Date

b. Securities held for sale are valued at the lower of cost
or market.

c. Debt securities to be held to maturity are valued at
amortized cost.
J.

Determine if any securities are pledged or restricted.

K.

For securities purchased under agreements to resell:

1. Obtain a listing of the repurchase agreements outstanding
and reconcile to the general ledger.

2. Examine formal repurchase agreements.

3. Trace the securities sold to the credit union's investment
records.
----------4. Confirm individually significant repurchase agreements.

L.

M.

N.

-----------

-----------

---------

-----------

---------

Evaluate the credit quality of the investments and determine if
purchases and sales conform to credit union policy.
-----------

-----------

---------

Determine that investments are in compliance with NCUA
regulations.
-----------

-----------

---------

Additional procedures:

Prepared by: —— ------------------------------------------------ Date:------------------------------------------------

Reviewed by:Date:-----------------------------------------------

A3.005
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Section VI
Property and Equipment
Done By

Procedures

A.

Reconcile cost and accumulated depreciation subsidiary records
to general ledger accounts and support reconciling items.

B.

Obtain detailed schedules of additions and retirements since the
previous review:

C.

Date

1. Vouch major additions (individually significant items) to
vendors' invoices, construction cost records, title or deeds,
or contracts to determine whether assets are properly
recorded.
-----------

-----------

---------

2. Determine that the capitalization policy is being consistently
applied.
-----------

-----------

---------

Review repairs and maintenance, supplies, and other accounts
for any assets that should be capitalized.

D.

Evaluate reasonableness of assets' lives.

E.

Read depreciation schedules for consistency of methods and
reasonableness. Test a selection of
computations. Agree
schedule to general ledger.

F.

Determine that the credit union is in compliance with regulatory
requirements regarding fixed asset limitations.

Prepared by:

Date:

Reviewed by:

Date:
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Section VII
Other Assets Including Other Real Estate Owned
and Accrued Interest Receivable
Procedures

A.

Obtain schedules of other assets and agree to general ledger.

B.

Consider confirming:

Done By

Date

W/P
Ref.

1. Cash surrender value of life insurance.

2. Casualty and other insurance coverage.

C.

For life insurance, consider reconciling prepaid premiums at
beginning of period, premiums paid, and increase in cash
surrender value with life insurance expense.

D.

Inquire as to the adequacy of insurance coverage. Consider
blanket bonds, burglary and robbery, safe deposit, forgery,
EDP rider, and directors' liability in addition to standard
hazards.
_______

E.

Challenge propriety of carrying amounts.

F.

Obtain schedules of other real estate owned:

_______

1. Reconcile to general ledger.

2. Examine approval of foreclosure in minutes of loan
committee or board of directors meetings.

3. Examine appraisals or other documents supporting carrying
amounts. Determine that valuation adjustments have been
properly made.
-----------

-----------

---------

4. Examine evidence of ownership.

5. Determine that real property is adequately insured.

A3.005
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures
G.

Date

W/P
Ref.

Obtain schedule of other repossessions and reconcile to the
general ledger:
1. Consider examining support for any repair expenses.

2. Determine that property is adequately safeguarded.

3. Determine that any necessary valuation adjustments have
been made.
4. Reconcile general ledger detail to collection department list
of assets repossessed.

H.

Obtain a trial balance of unearned interest and discounts on
term and installment loans. Foot and reconcile the balances to
the general ledger.

I.

Select a sample of

installment loans and:

1. Compute unearned income.

2. Consider testing the computation of interest income on
individual accounts.
J.

Review the entries in the unearned interest and discount
accounts, consider examining supporting journals or reports.

K.

Obtain and foot a trial balance of accrued interest receivable on
demand, mortgage, participation, and similar type loans. Agree
or reconcile the balances to the general ledger.

L.

Select a sample of

commercial and real estate loans and:

1. Test the computation of accrued interest receivable.
2. Recalculate% of the accrued interest computations.
3. Determine that loan origination fees and costs are properly
accounted for.
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Done By

Procedures

Date

W/P
Ref.

-----------

---------

4. Reconcile investment accrued interest receivable subsidiary
records to general ledger accounts and support significant
reconciling items. Recalculate
% of the accrued
interest calculations.

M. Review the entries in other accrual accounts.
examining support for larger items.

Consider

N.

Obtain or prepare a schedule of federal funds sold, request
confirmations from borrowing banks, and examine evidence of
subsequent settlement.

O.

Has the amount of deposit with the National Credit Union Share
Insurance Fund (NCUSIF) or similar state insurance fund been
confirmed?

P.

-----------

1. Have the transactions in the NCUSIF deposit account been
reviewed?
-----------

-----------

---------

2. Does the deposit in the NCUSIF fund equal one percent of
total insured shares?
-----------

-----------

---------

3. Has the realization of the NCUSIF deposit been considered?

-----------

-----------

---------

Obtain schedule of the activity in the accounts of "Other
Investments" (Credit Union Service Organization—CUSOs) and
agree or reconcile to the general ledger.

-----------

-----------

---------

1. Examine documents supporting the carrying value.
2. Determine that the investments are permissible under
federal or state regulations.
-----------

-----------

---------

3. Review the recording of any income or loss on the
investments.
-----------

-----------

---------

4. If the investment is to be consolidated, obtain required
financial and disclosure information.

A3.005

-----------

-----------

---------
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(Continued)

Done By

Procedures

Q.

Additional procedures:

Prepared by:

Date:

Reviewed by:

Date:

9/95

Date

W/P
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Section VIII
Mortgages, Notes Payable, and Other Financing
(Including Federal Funds)
Done By

Procedures

A.

Date

w/p
Ref.

1. Obtain a schedule of mortgages and other borrowings,
accrued interest and expense, showing beginning balance,
additions, payments, ending balances, and all terms of
borrowing and payment. Recompute the mathematical
accuracy of the schedule and agree to the general ledger.

2. Examine support for larger transactions during the period.
B.

Obtain copies of all mortgage note agreements for the perma
nent file.
_______

C.

Examine notes cancelled during the period or related evidence
of payment.

D.

Confirm pertinent information significant balances outstanding
as of the control date.

E.

Examine current notes and agreements and review compliance
with restrictive loan covenants.

F.

Examine notes for any guarantees. Be alert for related-party
guarantees.
-----------

G.

Perform a reasonableness test of interest expense by multiplying
average balances outstanding by average interests rates.

H.

Additional procedures:

_______

-----------

---------

Prepared by: ------------------------------------------------------- Date:------------------------------------------------

Reviewed by:
A3.005
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Section IX
Members’ Share and Savings
(Including Checks and Consigned Items)
Procedures
A.

Obtain trial balances of all categories of members' savings
accounts as of the confirmation date and reconcile to the general
ledger.

Done By

Date

W/P
Ref.

_______

_______

______

1. Test the footing of the trial balances and support reconciling
items.
_______

_______

______

2. List unposted items and follow up on their disposition.
B.

Design a confirmation plan and select representative accounts
for confirmation from all categories:
1. Send positive confirmations on all deposit accounts in excess
of:
DDA: $
Time: $
CIs: $
_______

_______

2. Send negative confirmation on accounts from the remaining
population:
DDA: #; strata:
Time: #; strata:
CIs: #; strata:
3. Obtain a separate listing of CIs over $100,000 and public
funds and consider confirming positively if not included
above.
_______

C.

Send second requests on positive nonreplies and follow up on
any returned requests.

D.

Prepare list of significant nonreplies to positive confirmations
for report.

E.

Request credit union personnel to review for any "no-mail"
accounts selected for confirmation.
Inspect documents
underlying account activity.

9/95
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______
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SUPERVISORY COMMITTEE WORK PROGRAM
(Continued)

Procedures

Done By

F.

Send positive confirmation requests to deposit customers whose
accounts have been closed since the last examination.

G.

Summarize the results of the confirmation procedures for report
presentation.
-----------

H.

For new and closed certificate of deposit accounts
subsequent to the control day:

1.

2.

Select
positively.

W/P
Ref.

Date

-----------

---------

days

accounts from each category and confirm

Inspect supporting documentation for each transaction:

a. New signature and new CI report.

3.

A3.005

b. Closed or cancelled certificate and closed account
report.
_______

_______

______

Determine that transactions are properly recorded in credit
union's daily records.
-----------

-----------

---------

I.

Examine the overdraft list as of control day. Follow up on any
material amounts not collected.

J.

Examine the composition of any suspense accounts related to
deposit accounts. Follow up on any large or unusual balance.

K.

Investigate internal use draft accounts in excess of $by
examining supporting documents or confirming draft.

L.

Obtain trial balances of accrued interest payable on each
category of deposit accounts and reconcile to the general
ledger.
-----------

M.

Test the mathematical accuracy of each trial balance and
examine support for any reconciling items.

N.

Select a sample of
accounts from the trial balances,
determine the date of last interest payment, and test accrued
interest payable. Test interest expense computations for the
year.

-----------

_______

---------

_______

______
9/95
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(Continued)

Procedures
O.

Review the activity in the accrual accounts by tracing interest
payments to detail summary reports and/or to checks issued or
postings to members' accounts.

P.

Review lists of dormant and inactive accounts. Determine if
such accounts are being accounted for properly.

Q.

Reconcile subsidiary records for overdrafts and overdraft
protection lending accounts to the general ledger and support
reconciling items.
Determine disposition of significant
overdrafts. List in the report all overdrafts and cash items as
of the control date to employees, officers, and directors,
including their related business interests.

Done By

Date

W/P
Ref.

_______ .

Checks
R.

Obtain listings of checks (certified checks, cashier's checks,
money orders, dividend checks, expense checks, interest
checks) outstanding and reconcile the total to the general ledger
or demand deposit account balance.

S.

For
days after the listing date, examine material paid
items and compare to the listings.

Consigned Items
T.

Obtain control of selected consigned items (traveler's checks,
U.S. Treasury Bonds), count the items, and compare to the
credit union's inventory control.

U.

Confirm amount of items on hand with issuer.

V.

Additional procedures:

9/95
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Prepared by:Date:

Reviewed by:Date:
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Section X
Accrued Expenses and Other Liabilities
(Including Collections and Safekeeping)
Done By

Procedures

A.

Discuss with management any accrued expenses or liabilities at
last engagement date not provided for currently. Be alert for
unrecorded liabilities such as legal fees, compensated absences,
etc.
_______

B.

Obtain or prepare a schedule of federal funds purchased, request
confirmation from lending banks, and examine evidence of
subsequent settlement.

C.

For the collection department:

Date

_______

W/P
Ref.

______

1. Inspect related notes or other items on hand on a test basis.

2. Review disposition of item already paid to customer's
accounts.

3. Compare receipts for
days after control procedures
date to advice from collections and clients' file copies of
items sent out.
D.

For safekeeping accounts:
1. Request confirmation of

accounts.

2. Inspect safekeeping items held for
trace to records.
E.

accounts and

For securities sold under repurchase agreements:
1. Obtain a listing of the repurchase agreements outstanding
and reconcile to the general ledger.

2. Examine formal repurchase agreements.

3. Trace the securities sold to the credit union's investment
records.
_______

_______

4. Confirm individually significant repurchase agreements.

9/95
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Procedures

F.

Done By

Date

W/P
Ref.

Additional procedures:

Prepared by:------------------------------------------------------- Date:------------------------------------------------

Reviewed by: ------------------------------------------------------ Date:------------------------------------------------
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Section XI
Equity
Procedures

A.

Update or obtain a listing of equity account transactions during
the year and agree to the general ledger.

B.

Examine minutes, articles of incorporation, or other documents
in support of transactions.

C.

Determine that declared and unpaid dividends are properly
recorded. Compare paid dividends to Directors' minutes.

D.

Determine and document any restrictions on equity accounts.

E.

Verify computation of quarterly reserve transfer requirements.

F.

Additional procedures:

Done By

Date

W/P
Ref.

Prepared by:Date:
Reviewed by:Date:

9/95
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Section XII Insider Transactions
(Supplement)
Procedures

Done By

Date

w/p
Ref.

-----------

-----------

---------

Deposits
A.

Obtain microfilm copies of DDA and savings account statements
for a consecutive three-month period for the President, Senior
Loan Officer, Senior Operations Officer (Cashier), and the
individual in charge of reviewing employee accounts, if not one
of the above. Period tested
to.

B.

Obtain the net payroll deposit amount for the officers under
review from the payroll register so these deposits can be
identified on the statements.

C.

Review the statements for any unusual deposit activity.

D.

For unexplained deposit activity, obtain a microfilm copy of the
deposit slip to identify the source of the deposit. If the source
cannot be identified, it may be necessary to question the officer
about the nature of the deposit.

E.

Reach a conclusion with regard to insider deposit accounts
reviewed.

Loans

A.

Obtain a listing of loans to insiders (include executive officers,
directors, and their related interests and business) as of the
engagement date. The listing should include loan amount,
interest rate, repayment terms, and collateral securing the note.

B.

Compute the lending limit to executive officers of the credit
union. Determine that loans to executive officers are within the
lending limit.
-----------

C.

A3.005

-----------

---------

Determine that the loans were approved by the board of
directors by referring to the minutes. The insider receiving the
loan should abstain from voting.
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Procedures

D.

Determine that the interest rate being charged on the insider
loan is made at an interest rate equal to or above rates charged
to similar, unrelated borrowers.

E.

Determine that the repayment terms on the insider loan are
reasonable and comparable to similar, unrelated borrowers.

F.

Determine that the degree of collateralization on the loan is
reasonable and comparable to similar, unrelated borrowers.

G.

Review current financial statements on all insiders with loans
outstanding.

H.

Reach a conclusion with regard to insider loans reviewed.

Done By

Date

W/P
Ref.

Prepared by:Date:

Reviewed by:Date:
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Section XIII
Revenues
Done By

Procedures

A.

Date

W/P
Ref.

For interest and dividend income:

1. Test the computation and recording of interest income and
accrued interest receivable.
2. Use a financial reporting service on stated payment dates to
test dividend and interest income, accrued dividends, and
interest receivable.
B.

Obtain the client's bond amortization/accretion schedule and
1. Test the footing of the schedule.

2. Test computation of amortization and accretions.
C.

Compare other operating income account balances to prior
years, and investigate variances.
Analyze accounts as
considered necessary.
-----------

-----------

---------

D. Additional procedures:

Prepared by:___ ._________________________________ Date:------------------------------------------------

Reviewed by:

A3.005

Date:-----------------------------------------------
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Section XIV
Expense Account Analysis and Vouching
(Other Operating and Occupancy Expenses)
Procedures
A.

Scan source journals for
periods for large or unusual
transactions and determine that they are properly recorded.

B.

Compare payroll, other operating, and occupancy accounts with
prior period and investigate unusual fluctuations.

C.

As considered necessary, obtain supporting vendor invoices or
other documentation to determine that charges or credits to the
accounts above apply to the credit union and are recorded to the
accounts above at the proper amount in the proper period.
Documentation for immaterial account balances need not be
examined.

D.

Additional procedures:

Done By

Date

W/P
Ref.

Prepared by:Date:
Reviewed by:Date:

9/95
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Section XV
Completing the Engagement
Procedures

Done By

A.

Complete and evidence in working papers all levels of review.

B.

Complete the Supervisory Committee Audit Performance and
Report Review Checklist.

C.

Obtain signed letter of representation.

D.

Obtain client approval of all adjustments made and passed.

E.

Prepare the communication of control structure related matters
and other matters for the audit committee or other persons of
equivalent authority.
-----------

F.

Review the draft reports with responsible officials.

G.

Communicate to the supervisory audit committee, or others
having responsibility for oversight of the financial reporting
process, the following:

W/P
Ref.

Date

______

-----------

---------

1. Control structure-related matters noted in the audit.

2. Material errors, irregularities, or illegal acts discovered
during the audit.
-----------

-----------

---------

3. Significant accounting policies used or changed.
4. Methods of accounting for significant, unusual transactions.

5. Material adjustments.

-----------

6. Consultations with other accountants about accounting or
auditing matters.
----------7. Major issues discussed with management prior to auditor's
retention.

A3.005

-----------

-----------

-----------

---------

---------

-----------

---------
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(Continued)

Done By

Procedures

Date

W/P
Ref.

8. Difficulties encountered in dealing with management during
the audit.
H. Document outside consultations with firm specialists and
resolutions of differences of opinion among firm personnel.

I.

Complete time accumulations, compare to budget, and develop
list of suggestions to improve the efficiency of next year's
engagement.

J.

Clear and dispose of all review points list.

K.

Hold post-engagement conference with staff.

L.

Complete staff performance appraisals and review with staff.

M. Additional procedures:

Prepared by:Date:

Reviewed by:

9/95

Date:
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Audit and Accounting Guide

AUDITS OF
CREDIT UNIONS
PREPARED BY THE CREDIT
UNIONS COMMITTEE

This edition of the audit and accounting guide Audits of Credit Unions has
been modified by the AICPA staff to include certain changes necessary due to
the issuance of authoritative pronouncements since the guide was originally
issued. The changes made are identified in a schedule in Appendix C of the
guide. The changes do not include all those that might be considered necessary
if the guide were subjected to a comprehensive review and revision.
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Preface
This audit and accounting guide supersedes the AICPA Audit and Ac
counting Guide Audits of Credit Unions, which was originally issued in 1986,
and subsequent editions of that guide with conforming changes made by the
AICPA staff. The principal objective of this guide is to help independent
auditors audit and report on the financial statements of natural-person credit
unions. The guide is not intended to apply to corporate credit unions; however,
portions of the guide may be useful to auditors of corporate credit unions. This
guide has been written to be one of the principal reference sources that
auditors consult in auditing credit unions’ financial statements. In addition, it
is intended to help the supervisory committees, managements, and directors of
credit unions, as well as other interested persons, understand the nature and
scope of audits of credit unions by independent auditors. The guide also
contains suggested guidelines for CPA participation in supervisory committee
audits (see appendix B).

This guide emphasizes those aspects of accounting and auditing unique to
the credit union industry, reflecting the presumption that the auditor under
stands accounting and auditing aspects that are common to business enter
prises in general; however, the discussions do not necessarily cover all
situations that an auditor might encounter in a specific credit union.

This guide’s discussions of accounting and financial reporting matters are
intended to describe current practices and should not take the place of a
careful reading of the underlying authoritative literature. The guide incorpo
rates the following AICPA statements of position (SOPs) to the extent that
they amended the previous guide:
1.
SOP 90-5, Inquiries of Representatives of Financial Institution
Regulatory Agencies
2.
SOP 90-11, Disclosure of Certain Information by Financial Institu
tions About Debt Securities Held as Assets
3.
SOP 92-3, Accounting for Foreclosed Assets
The guide also incorporates or makes reference to applicable guidance in
current authoritative literature specifically applicable to other financial insti
tutions, including—
•
SOP 90-3, Definition of the Term Substantially the Same for Hold
ers of Debt Instruments, as Used in Certain Audit Guides and a
Statement of Position.
•
SOP 86-1, Reporting Repurchase-Reverse Repurchase Agreements
and Mortgage-Backed Certificates by Savings and Loan Associa
tions.
The guide also incorporates the provisions of AICPA Practice Bulletin
No. 7, Criteria for Determining Whether Collateral for a Loan Has Been In
Substance Foreclosed, as amended by AICPA Practice Bulletin No. 10,
Amendment to Practice Bulletin 7, Criteria for Determining Whether Collat
eral for a Loan Has Been In-Substance Foreclosed. Practice Bulletins 7 and 10
are superseded as of the effective date of implementation of FASB Statement
No. 114.
References to AICPA Statements on Auditing Standards (SASs) and to
the authoritative accounting pronouncements of the Financial Accounting.
Standards Board (FASB) and its predecessor organizations, including the
Accounting Principles Board (APB), are intended to include the specific
pronouncements as well as all subsequent amendments and interpretations.
AICPA Audit and Accounting Guides

AAG-CRU

B-3

75,002

Credit Unions

40 8-94

The auditor should be familiar with all authoritative auditing and accounting
pronouncements, including those issued after the issuance of the guide.
AICPA audit and accounting guides are included in category B of the
hierarchy of generally accepted accounting principles (GAAP) established by
SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles in the Independent Auditor’s Report. Cate
gory B includes sources of established accounting principles that auditors
should consider if the accounting treatment of a transaction or event is not
specified by a pronouncement covered by rule 203 of the AICPA Code of
Professional Conduct.
Finally, users of this guide should also be aware that certain accounting
and auditing issues affecting credit unions are currently under study by the
AICPA Credit Unions Committee, the AICPA Accounting Standards Execu
tive Committee, and the FASB. These issues include recognition and measure
ment issues associated with financial instruments and accounting for
foreclosed assets.

Effective Date and Transition
The accounting and financial reporting provisions of this guide reflect
current authoritative literature for credit unions and other financial institu
tions. Accordingly, effective dates should be applied as provided for in the
specific authoritative literature. The auditing provisions of this guide shall be
applied prospectively to financial statements of credit unions for fiscal years
beginning on or after December 15,1992.

[The next page is 75,005.]
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Industry Background
Introduction
Credit unions are member-owned, not-for-profit cooperative financial
institutions that allow those in specific fields of membership to pool their
savings, borrow funds, and obtain other related financial services. Members
are united by a common bond and democratically control the credit union
under federal or state regulation. Credit unions are exempt from federal
income taxes.
Credit unions are unique among financial institutions in concept, struc
ture, operating philosophy, and business practices. The financial services that
credit unions offer their members, rather than earning returns for owners, are
the primary reason for their existence.

Organization and Structure
The first credit union in the United States was organized in 1909.
Although credit unions were originally organized within communities, greater
success was achieved by organizing credit unions to serve employee groups—
particularly government employees, teachers, railway workers, and telephone
company employees.

In 1934 Congress passed the Federal Credit Union Act, establishing a
federal regulatory system. In 1970 the National Credit Union Administration
(NCUA), an independent governmental agency, was created by Congress to
charter, supervise, and regulate federal credit unions. Other legislative initia
tives that have affected credit unions include the creation of the National
Credit Union Share Insurance Fund (NCUSIF) within the NCUA to insure
savings in all federal credit unions and many state-chartered credit unions; the
Depository Institution Deregulation and Monetary Control Act of 1980; and
the Financial Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA).

Each credit union is organized around a defined field of membership, and
each member shares a common bond of affiliation with other members that
unites them in cooperation toward mutual goals. The field of membership is a
key characteristic of a credit union, and is defined in its charter or bylaws as
those who may belong to it and use its services. The common bond is a
characteristic of the members themselves, such as occupation, religion, resi
dence, or family relationship.
A credit union relies on volunteers who represent the members. The
members direct the formation of credit union policies and practices by electing
a board of directors to represent them.

Financial Structure
Because they are nonstock cooperatives, credit unions' primary source of
funds is members’ share and savings account deposits. To be entitled to
membership, each member must generally own at least one share in the credit
union. Members’ shares, or share accounts, are savings accounts that represent
the members’ ownership in the credit union. Credit unions pay interest (often
referred to as dividends) on shares. This interest cannot be guaranteed (as
interest on deposits can), but must be declared by the board and may be paid
from current or undivided earnings. For regulatory purposes, the NCUA
requires that members’ shares be classified as equity. Generally accepted
accounting principles require that members’ shares be classified as liabilities.
AICPA Audit and Accounting Guides

AAG-CRU

B-5

75,006

Credit Unions

20

10-92

Credit unions use the funds from these shares and other members’ savings
accounts to make loans to members and to make investments. In general, loans
to members make up the bulk of credit union assets. Funds not needed to meet
member loan demand and operating expenses are invested.

Deregulation
Historically, credit unions have operated in a highly regulated environ
ment in which regulations over interest rates on loans and share accounts
significantly influenced operating activities. Legislation passed in the early
1980s removed most restrictions on deposit instruments and enabled credit
unions to compete more freely for deposits. The introduction of various
instruments, such as money market deposit accounts with more flexible terms,
increased the cost of funds throughout the industry.

The increase in the cost of funds prompted by deregulation and accompa
nied by a rise in market (dividend) interest rates to unprecedented levels in
the same time period was not entirely offset by additional interest income. To
enhance member services and profitability, many credit unions became much
more aggressive in the areas of fees and charges, and real estate, short-term
construction, and business lending. These areas had the potential for higher
earnings, but were much higher risk activities than traditional consumer
lending.

As a result of these developments, some credit unions have experienced
significant asset growth and have sometimes entered into high-risk transac
tions and activities, including aggressive lending, leveraged securities transac
tions, and acquisitions of complex financial instruments. Occasional adverse
effects from these transactions and activities have surfaced in the form of
asset-quality and liquidity problems.

Credit Union System
Credit unions—through their state and national trade associations, ser
vice organizations, and corporate credit unions—make up the Credit Union
System. Most credit unions are affiliated with the system through membership
in their state credit union leagues. In turn, credit union leagues belong to the
Credit Union National Association, Inc. (CUNA), the principal trade associa
tion for credit unions in the United States, while CUNA belongs to the World
Council of Credit Unions, an international credit union organization. On the
national level, for-profit affiliates of CUNA (including the CUNA Service
Group, the CUNA Mutual Insurance Group, and the CUNA Mortgage Corpo
ration) provide a wide variety of products and services to credit unions on a
fee basis.
Credit unions also have their own financial system, the Corporate Credit
Union Network, consisting of the U.S. Central Credit Union and its forty-two
member corporate credit unions. These state or regional corporate credit
unions make available a wide range of investments and correspondent finan
cial services for credit unions.

Other national credit union associations include the National Association
of Federal Credit Unions (NAFCU), the Credit Union Executives Society
(CUES), and other associations serving similar credit unions such as educa
tional, defense-related, or aerospace credit unions. These groups may also
provide such services as supplies, marketing, insurance, fund transfers, and
investment instruments through their affiliates.
[The next page is 75,009.]

AAG-CRU

B-6

Copyright © 1992, American Institute of Certified Public Accountants, Inc.

75,009

40 8-94

TABLE OF CONTENTS
Chapter
1

Paragraph

Organization and Supervision

.01-.19

Organization and Structure.................................................................... .01-.06
The Board of Directors............................................................

.02

The Supervisory Committee........................................................... .03-.05
The Credit Committee...........................................................

.06

Charter, Bylaws, and Minutes.........................................................

.07

Government Supervision......................................................................... .08-.10
National Credit Union Administration.................................................. .11-.14

Enforcement Issues............................................................................ .12-.14
Regulatory Accounting Practices........................................................... .15-.16

Annual Audits................................................................................................17-.19

2

Auditing Planning and General Considerations

.01-.44

Introduction..................................................................................................01-.02

Scope of Services.....................................................................

.01

Audit Planning..........................................................................

.02

Knowledge of the Industry........................................................................03-.04
Risks in the Credit Union Industry............................................................05-.10
Credit Risk...........................................................................................06-.07

Interest Rate Risk.....................................................................

.08

Liquidity Risk............................................................................

.09

Risk Management.....................................................................

.10

Knowledge of the Client's Business......................................................... .11-.14
Internal Control Structure...........................................................................15-.20
Data Processing Provided by Independent Organizations....

.21

Analytical Procedures................................................................................ .22-.24
Consideration of the Possibility of Material Misstatements...

.25-.26

Communications Between Independent Auditors and Regula
tors ....................................................................................27-.31

Compliance With Regulations.................................................................. .32-.36
Client Representations.....................................................................

.37

Going Concern Considerations................................................................ .38-.44

3

.01-.15

Cash

Introduction................................................................................................. .01-.05
Financial Statement Presentation........................................................... .06-.07

Audit Objectives and Procedures........................................................... .08-.15
AICPA Audit and Accounting Guides

Contents

B-7

75,010

Table of Contents

40 8-94

Paragraph

Chapter

3

Cash—continued
Audit Objectives ................................................................

.08

Planning Considerations..........................................................

.09

Internal Control Structure................................................................. .10-.11

Tests of Controls...................................................................................12-.14
Substantive Tests......................................................................
4

Investments

.15
.01-.63

Introduction.................................................................................................. .01-.02
Investment Activities................................................................................. .03-.16

Corporate Credit Union Network.........................................

.06

Debt Securities..........................................................................

07

Mortgage-Backed Securities ................................................

.08

Mortgage-Related Derivatives........................................................09-.11
Mutual Funds.............................................................................

.12

Repurchase Agreements................................................................... .13-.14
Hedging Instruments............................................................................15-.16

Accounting Principles: Measurement

andDisclosure........................ .17-.49

Premiums and Discounts................................................................... 17-.18
Carrying Value of Investments and Financial Statement
Presentation............................................. ..................................19-.25

Financial Statement Presentation andDisclosure....................... .26-.49

Audit Objectives and Procedures.............................................................50-.61
Audit Objectives ......................................................................

.50

Planning Considerations................................................................... .51-.53

Internal Control Structure.......................................................

.54

Tests of Controls.......................................

.55

.............................

Substantive Tests............................................................................... .56-.61
Regulatory Matters.....................................................................................62-.63

5

Loans

.01-.83

Introduction.................................................................................................. .01-.15
Types of Loans.....................................................................................05-.15
Accounting Principles: Measurement

andDisclosure..........................16-.55

Loan Participation, Sales, Purchases, andServicing....................18-.22
Troubled-Debt Restructurings...........................................................23-.27

In-Substance Foreclosures..................................................................28-.36

Allowance for Loan Losses.....................................................

.37

Interest Income.....................................................................................38-.39

Contents

B-8

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

40 8-94

75,011

Table of Contents

Paragraph

Chapter

5

Loans—continued

Loan Fees and Costs...........................................................................40-.45

Financial Statement Presentation...................................................46-.55
Audit Objectives and Procedures........................................................... .56-.83

Audit Objectives.....................................................................

.56

Internal Control Structure................................................................ .57-.58

.59

Tests of Controls........................................................................

Substantive Tests.............................................................................. .60-.82
Regulatory Restrictions............................................................

6

.83

Allowance for Loan Losses

.01-.62

Introduction................................................................................................. .01-.10
Methods for Estimating Allowances for Loan Losses................ .04-.10

Accounting Principles: Measurement and Disclosure............................11-.21
Financial Statement Presentation.................................................. 19-.21

Audit Objectives and Procedures........................................................... 22-.62
Audit Objectives .....................................................................

.22

Planning Considerations...................................................................23-.25

Internal Control Structure................................................................ 26-.36

Tests of Controls................................................................................. 37-.38
Evaluating the Adequacy of the Allowance for Loan
Losses......................................................................................... 39-.59
Regulatory Compliance................................................................. 60-.62

7

Mortgage-Banking Activities

.01-.31

Introduction................................................................................................. 01-.04

Loan Servicing..............................................................................................05-.07

Accounting Principles: Measurement and Disclosure...........................08-.24
Loans Held for Sale........................................................................ .08-.09
Sales of Loans...................................................................................10-.13
Sales of Loans With Recourse................................................

.14

Servicing Rights...................................................................................15-.16
Purchased Servicing Rights.............................................................. .17-.18

Sales of Servicing Rights..................................................................19-.21
DVA No-Bids and Private Mortgage Agencies.......................... .22-.23

Financial Statement Presentation.........................................

.24

Audit Objectives and Procedures.............................................................25-.31

Audit Objectives ......................................................................

.25

Planning Considerations................................................................... .26-.27
AICPA Audit and Accounting Guides

Contents

B-9

75,012

Table of Contents

Paragraph

Chapter

7

40 8-94

Mortgage-Banking Activities—continued
Internal Control Structure................................................................ .28-.29

8

Tests of Controls........................................................................

.30

Substantive Tests......................................................................

.31

Members' Share and Savings Accounts

.01-.18

Introduction.................................................................................................. .01-.03

Accounting Principles: Measurement and Disclosure......................... .04-.06
Financial Statement Presentation..................................................05-.06
Audit Objectives and Procedures.......................................................... .07-.18
Audit Objectives ......................................................................

.07

Internal Control Structure..................................................................08-.09

Tests of Controls........................................................................

.10

Substantive Tests...............................................................................11 -.18

9

Borrowed Funds and Other Obligations

.01-.23

Introduction.................................................................................................. .01-.08

Certificates of Indebtedness...................................................

.03

Mortgages Payable.................................................................

.04

Capital Lease Obligations.....................................................

.05

Federal Funds Purchased .......................................................

.06

Letters of Credit........................................................................

.07

Reverse-Repurchase Agreements...........................................

.08

Accounting Principles: Measurement and Disclosure.......................... .09-.14
Audit Objectives and Procedures............................................................ .15-.23
Audit Objectives ......................................................................

.15

Planning Considerations..........................................................

.16

Internal Control Structure........................................................

.17

Tests of Controls........................................................................

.18

Substantive Tests.................................................................................19-.23
10

Other Assets and Other Liabilities

.01-.42

Introduction...................................................................................................01-.02
Accounting Principles: Measurement and Disclosure.......................... .03-.30

Other Assets........................................................................................ .03-.25
Other Liabilities...................................................................................26-.30

Audit Objectives and Procedures.............................................................31-.42
Audit Objectives............................................................................... .31-.32
Planning Considerations................................................................... .33-.34

Contents

B-10

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

75,013

Table of Contents

40 8-94

Chapter

10

Paragraph

Other Assets and Other Liabilities—continued
Internal Control Structure................................................................ .35-.36

Substantive Tests.............................................................................. .37-.42

11

.01-.13

Equity

Introduction........................................................................................ .01

Accounting Principles: Measurement and Disclosure...........................02-.09

.02

Undivided Earnings................................................................

Regular Reserve (Statutory Reserve)..............................................03-.06
Appropriated Undivided Earnings............................................... .07-.08

Financial Statement Presentation........................................

.09

Audit Objectives and Procedures.............................................................10-.13
Audit Objectives .....................................................................

.10

Auditing Procedures...........................................................................11-.13
12

.01-.08

Computer Processing

Introduction..................................................................................................01-.04

Audit Objectives and Procedures........................................................... .05-.08

05

Audit Objectives .....................................................................

Internal Control Structure.................................................................06-.07
Reference Materials................................................................
13

.08

.01-.17

Business Combinations
Introduction........................................................................................

.01

Accounting Principles: Measurement and Disclosure...................... .02-.11

NCUSIF-Assisted Acquisition of Credit Unions...........................07-.11
Audit Objectives and Procedures.............................................................12-.17
Audit Objectives .....................................................................

.12

Internal Control Structure.......................................................

.13

Substantive Tests................................................................................14-.17
14

Statement of Cash Flows

.01-.10

Introduction........................................................................................

.01

Operating Cash Flows.............................................................................. .02-.04

Investing and Financing Cash Flows...................................................... .05-.07

Noncash Investing and Financing Activities...............................

.08

Definition of Cash and Cash Equivalents............................................. .09-.10
15

Reporting Considerations

.01-.13

Introduction........................................................................................

.01

Reports on Audited Financial Statements............................................. .02-.05

AICPA Audit and Accounting Guides

Contents

B-11

75,014

Table of Contents

Chapter

15

40 8-94

Paragraph

Reporting Considerations—continued
Standard Independent Auditor's Report.............................

.02

Financial Statements Prepared in Conformity With an
Other Comprehensive Basis of Accounting (OCBOA) .

.03-.04

Members' Shares Reported as Equity..................................

.05

Reports on Supervisory Committee Audits.......................................... .06-.11

Communication of Internal Control Structure Related Matters

.12-.13

Appendix
A

Illustrative Credit Union Financial Statements

B

Suggested Guidelines for CPA Participation in Credit Union Supervi
sory Committee Audits

C

Schedule of Changes Made to Audits of Credit Unions
Glossary

[The next page is 75,017.]

Contents

B-12

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

20

75,017

10-92

Chapter 1
Organization and Supervision
Organization and Structure
1.01 As membership organizations, credit unions are democratically con
trolled. Federal and state laws require that a board of directors be elected on
the basis of one member, one vote, and that a supervisory committee be
elected or appointed by the membership. The supervisory committee, which is
similar to an audit committee, plays a major role in monitoring a credit
union’s affairs. A credit committee may be appointed or elected to oversee the
lending transactions. Other committees may include a budget or finance
committee, a marketing or member-relations committee, an educational com
mittee, and various ad hoc committees. Credit unions depend heavily on
member volunteers to set policy, make decisions, and sometimes even to
operate them. Some officials may receive compensation for such services, as
allowed by law.

The Board of Directors
1.02 The board of directors establishes the general operation of a credit
union and ensures that it follows applicable laws and regulations and adheres
to its bylaws. In addition, the board is responsible for ensuring that a credit
union maintains its financial stability, follows good business practices, and is
properly insured and bonded.
The Supervisory Committee
1.03 The supervisory or audit committee is responsible for ensuring that
member funds are protected, financial records and operations are in order, and
elected officials carry out their duties properly. In addition, the supervisory
committee is generally responsible for overseeing the financial reporting pro
cess and ensuring that management has established an effective internal
control structure. Section 115 of the Federal Credit Union Act states:
The supervisory committee shall make or cause to be made an annual audit
and shall submit a report of that audit to the Board of Directors and a
summary of the report to the members at the next annual meeting of the
credit union; shall make or cause to be made such supplemental audits as it
deems necessary or as may be ordered by the Board, and submit reports of the
supplementary audits to the Board of Directors.

Similar requirements may exist for state-chartered credit unions. The supervi
sory committee may engage an independent auditor to audit and report on the
credit union’s financial statements.
1.04 Supervisory committees play an important role in developing and
maintaining strong operational and financial management at credit unions. As
credit unions continue to broaden the nature and scope of the activities in
which they are involved, it is important that supervisory committees meet
regularly and carefully review operational and financial goals, internal control
structure policies and procedures, financial statements, and examiners’ and
auditors’ reports. Lack of supervisory committee involvement in credit union
operations may be an early indicator of potential problems for credit unions.
1.05 Statement on Auditing Standards (SAS) No. 61, Communication
With Audit Committees, establishes the requirement that auditors determine
that certain matters related to the conduct of an audit are communicated to
those who have responsibility for oversight of the financial reporting process.
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In the credit union environment, it is generally the supervisory committee
that has that responsibility and to which such matters are communicated.

The Credit Committee
1.06 The credit committee establishes and monitors
lending policies, approves loan applications, and provides
services to members. This committee may delegate some of
authority to one or more loan officers employed by the
accordance with the bylaws.

a credit union’s
credit-counseling
its loan-granting
credit union in

Charter, Bylaws, and Minutes
1.07 The NCUA issues charters for federally chartered credit unions and
prescribes the form of bylaws of such credit unions. State regulatory authori
ties establish the form of the charter and bylaws for state-chartered credit
unions. The regulatory authorities generally require monthly meetings of the
board of directors and other volunteer committees.

Government Supervision
1.08 Credit unions operate under either a federal or state charter and
therefore are subject to government supervision and regulation, including
periodic examinations by supervisory agency examiners. Federally chartered
credit unions are supervised by the NCUA, which is also responsible for
administering the NCUSIF. The NCUSIF provides share insurance to all
federal credit unions and federally insured, state-chartered credit unions and
insures each deposit up to a specified amount. Each federally insured credit
union is required to maintain a deposit with the NCUSIF in an amount equal
to 1 percent of its total insured shares.
1.09 State-chartered credit unions are supervised by the regulatory
agency of the chartering state. Some state-chartered credit unions have the
option of obtaining NCUSIF share insurance coverage or securing insurance
from other sources that are sponsored either by the state or a private insurer.
Participation in an insurance program is mandatory for most credit unions.
1.10 Credit unions are subject to federal, state, and local laws applicable
to financial institutions in general. Such laws include the Uniform Commercial
Code, the Truth-in-Lending Laws, the Uniform Consumer Code, and various
federal and state tax codes. As financial institutions, they are also subject to a
wide variety of federal regulations issued by such agencies as the Treasury
Department, the Federal Reserve Board, and the Internal Revenue Service.
Rules and regulations issued by the federal and state regulatory agencies
address such issues as accounting practices, qualifications for membership,
interest rate controls, permissible investments, consumer-protection issues,
liquidity reserves, and other operational aspects.

National Credit Union Administration
1.11 Approximately 60 percent of all credit unions are federally chartered
by the NCUA, which issues regulations for both federal credit unions and
federally insured, state-chartered credit unions. Federally insured, statechartered credit unions sign an insurance agreement with the NCUA when
they secure federal insurance that stipulates the regulations by which they
agree to be bound. NCUA publications that provide useful background infor
mation to credit union auditors include the following:
•
Accounting Manual for Federal Credit Unions
•
Supervisory Committee Manual for Federal Credit Unions
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•

National Credit Union Administration Rules and Regulations (and
periodic updates)
•
The Federal Credit Union Act
•
The Federal Credit Union Handbook
•
Federal Credit Union Manual of Laws
The Accounting Manual for Federal Credit Unions had the force of NCUA
regulatory authority until 1981, when, except for section 2000 on basic
accounting policies and procedures, it was deregulated.

Enforcement Issues
1.12 In August 1989 FIRREA was passed by Congress. Its purpose was to
restore the public’s confidence in the savings-and-loan industry and ensure a
safe and stable system of financing affordable housing through major regula
tory reforms, strengthened capital standards, and safeguards for the disposal
of recoverable assets. Certain provisions of FIRREA pertain specifically to
credit unions. FIRREA significantly enhanced the NCUA’s investigative and
enforcement authority by liberalizing standards for cease-and-desist orders
and removal-and-prohibition orders. FIRREA also established audit require
ments for certain credit unions. FIRREA also included a provision that defines
auditors as institution-affiliated parties and subjects the independent auditors
of credit unions to potential financial and criminal liability. NCUA regula
tions include a similar provision. In addition, the NCUA has the ability to
assess penalties for violations of laws, regulations, written agreements, report
ing requirements, and deficiencies in call reports. The penalties can be as
sessed against any insured depository institution and any institution-affiliated
party.
1.13 The NCUA is required to publicly disclose formal and informal
enforcement orders and any modifications to or terminations of such orders.
Publication may be delayed for a reasonable time if disclosure would seriously
threaten the safety or soundness of the credit union.
1.14 Currently, federal and most state regulators use a letter of under
standing and agreement (LUA) or similar contractual arrangement to formal
ize the negotiated agreement between the regulatory agency or agencies (the
regional director represents the NCUA) and the credit union’s board of
directors concerning problems, the actions to be taken, and the timetable for
completing each action. In dealing with a state-chartered, non-NCUSIFinsured credit union, the state regulator will usually involve the appropriate
state or private insurer.

Regulatory Accounting Practices
1.15 Accounting practices prescribed by federal and state regulatory
agencies, commonly referred to as regulatory accounting practices (RAP),
frequently differ from generally accepted accounting principles. The most
common variances are—
•
The maintenance of accounting records on a modified cash basis.
•
The classification of members’ shares as equity rather than liabili
ties, in accordance with regulatory requirements.
•
The acceptability of settlement-date rather than trade-date ac
counting for investment securities.
1.16 If the independent auditor of a credit union is engaged to report on
financial statements prepared in accordance with RAP he or she should
consider the guidance in SAS No. 62, Special Reports. Chapter 15 includes
AICPA Audit and Accounting Guides
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further discussion of auditors’ reports on financial statements prepared in
conformity with a basis of accounting other than generally accepted account
ing principles.

Annual Audits
1.17 A credit union may engage an independent auditor to perform an
independent audit in accordance with generally accepted auditing standards
(GAAS) or a supervisory committee audit (an agreed-upon-procedures engage
ment; see appendix B). Credit unions are also generally subject to examina
tions by regulatory agencies.
1.18 As used in this guide, the term audit refers to an audit performed by
an independent auditor in accordance with generally accepted auditing stan
dards for the purpose of expressing an opinion on a credit union’s financial
statements, unless the context in which the term is used clearly indicates that
the reference is to an internal audit. The term examination generally refers to
an examination made by a regulatory authority. The purpose of a regulatory
examination is to determine the safety and soundness of the credit union. The
regulatory examiner emphasizes the quality of assets, liquidity, adequacy of
retained earnings, management ability, future earnings ability, and compli
ance with applicable laws and regulations. The resultant evaluation is ex
pressed in terms of a CAMEL rating (the CAMEL system derives its name
from the various components of the depository institutions that are rated:
capital adequacy, asset quality, management, earnings, and liquidity).
1.19 The minimum requirements for a supervisory committee audit of
federally chartered credit unions are prescribed by section 701.12 of the
NCUA Rules and Regulations. State-chartered credit unions are subject to the
audit requirements established by state regulatory agencies. To satisfy regula
tory requirements for a supervisory committee audit, the supervisory commit
tee may perform the required procedures itself or it may engage an
independent auditor to perform procedures that are necessary to fulfill the
federal or state requirements. Because the types of engagement can differ so
significantly, it is important for the independent auditor to establish a clear
understanding of the nature of an engagement to perform a supervisory
committee audit.

[The next page is 75,023.]
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Chapter 2

Auditing Planning and General
Considerations
Introduction
Scope of Services
2.0 1 The scope of the services rendered by auditors generally depends on
the types of reports to be issued as the result of the engagement. Early in the
audit, the auditor should establish an understanding with credit union man
agement regarding the services to be performed and the reports to be issued.
Following are some of the services that auditors are typically engaged to
perform for credit unions:
•
Auditing the financial statements in accordance with generally
accepted auditing standards
•
Applying agreed-upon procedures to assist the supervisory commit
tee in fulfilling its responsibilities
•
Reporting on the internal control structure
•
Reporting on supplemental financial and other information
•
Reporting on mortgage-banking activities (see further discussion in
chapter 7)

Audit Planning

2.0 2 The first standard of fieldwork states: “The work is to be adequately
planned and assistants, if any, are to be properly supervised.” SAS No. 22,
Planning and Supervision, provides guidance on the considerations and proce
dures applicable to planning and supervision in an audit conducted in accor
dance with generally accepted auditing standards. Audit planning involves
developing an overall strategy for the conduct and scope of the audit. SAS No.
22 recognizes that the nature, timing, and extent of planning will vary with
the size and complexity of the entity whose financial statements are being
audited, as well as with the auditor’s experience with the entity and knowledge
of the entity’s business. As required by SAS No. 22, the auditor should possess
sufficient knowledge of matters affecting credit unions, including applicable
regulations.

Knowledge of the Industry
2.0 3 Generally accepted auditing standards require the auditor to obtain
an understanding of the industry in which the client operates Such an
understanding is essential to the performance of an audit with due professional
care.
2.0 4 To adequately plan an audit of the financial statements of a credit
union, the auditor should be familiar with the characteristics of the operations
and business of credit unions that are unique to the industry and require the
auditor’s consideration in assessing audit risk, developing an overall audit
strategy, and performing auditing procedures Some of those characteristics
include—
•
The regulatory environment. The regulation of the credit union
industry is discussed in chapter 1. The effects of regulatory trends
can have a significant effect on the operations of credit unions.
AICPA Audit and Accounting Guides
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While deregulation of products and services affords credit unions
new ways of attracting members, deregulation of rates paid on
insured deposits may create downward pressure on earnings. Audi
tors of credit unions should understand the regulatory environment
in which credit unions operate, including the rules and policies of the
NCUA and other applicable regulatory agencies.
Financial products and instruments. In recent years a number of
new complex and highly sophisticated investment vehicles have
been developed and made available to credit unions and other
financial institutions. Such investment vehicles include repurchase
agreements, mortgage-backed securities, and mortgage derivatives.
The auditing and accounting implications of such investments can
be significant, and they should be carefully considered by auditors.
The internal control environment. The assets of credit unions gener
ally are highly negotiable and liquid. As a result, they may be
subject to greater risk of loss than are the assets of other businesses.
In addition, the operations of credit unions are characterized by a
high volume of transactions. As a result, the effectiveness of internal
control structure policies and procedures is a significant audit con
sideration.
The economic environment. The lending policies of credit unions
must take into consideration the economic environment to minimize
the risk of credit losses. A deterioration in the national or local
economy or a downturn in a particular industry may expose credit
unions to increased risk of loss if lending policies are too lenient or
fail to prevent too many loans of a single type or concentrations of
loans in single geographic areas.

Risks in the Credit Union Industry
2.05 To determine the scope of audit procedures to be performed, the
auditor should be aware of the risks that are inherent in the operations of
financial institutions in general and the credit union industry in particular.
For example, credit unions face three major types of risk with respect to the
investing and lending activities that encompass the major part of their
operations: credit risk, interest rate risk, and liquidity risk.

Credit Risk
2.06 Credit risk refers to the probability that a borrower may not repay a
loan. Credit risk is a significant concern for credit unions. Decisions to grant
loans are based on information about a borrower’s ability and willingness to
repay a loan at the time a loan is made. Thus, credit risk can be controlled to
some extent by the establishment of sound lending policies and procedures.
However, since economic and other factors may vary over the life of a loan, a
borrower’s ability and willingness to repay the loan may change as well. As a
result, credit risk fluctuates over time.
2.07 In planning an audit of a credit union, the auditor should be alert to
factors that may indicate increased levels of credit risk. Such factors include—
•
Weak or undocumented lending policies and procedures.
•
Unfavorable trends in general economic conditions.
•
The declining financial condition of the credit union’s sponsoring
organization or field of membership.
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Significant loan concentrations.

Interest Rate Risk

2.08 Credit unions also face exposure to interest rate risk. Interest rate
risk refers to the probability that changes in interest rates will negatively
affect earnings. Assets of credit unions are often invested in vehicles that have
a limited ability to generate higher returns despite increases in market rates of
interest. Loans are often subject to legal interest rate ceilings, and other funds
may be invested in intermediate- or long-term fixed-rate loans or securities
Such assets are often funded through short-term liabilities (deposits) that are
highly sensitive to changes in interest rates. Since credit unions make invest
ments and loans for extended periods of time, an inability to match rate
sensitive assets with similarly rate-sensitive liabilities may cause interest rate
margins to decrease or disappear entirely. If a credit union is unable to adapt
to the movement of interest rates and the rates rise substantially, it must
refinance short-term borrowing at high rates, which may result in lower profit
margins and, possibly, operating losses. Conversely, rate-sensitive assets
funded by longer-term, fixed-rate liabilities create interest rate risk in a
falling-rate environment. Steps taken to neutralize exposure to interest rate
risk frequently result in minimized earning potential. Fluctuations in market
interest rates may also affect management’s intent and ability to hold securi
ties and loans until they mature and thus expose credit unions to the risk of
reduced net interest margins.
Liquidity Risk

2.09 Liquidity risk refers to the probability that a credit union will not
have funds available to repay fully all maturing liabilities on a timely basis.
Credit unions are exposed to liquidity risk when they invest disproportionately
in non-readily marketable securities or other non-readily marketable assets,
which generally decrease in market value when interest rates rise. If a credit
union is forced to sell such investments or to borrow to generate cash, losses or
interest expense may be incurred. The auditor should evaluate the composition
of members’ deposits to assess liquidity risk. Jumbo deposits may increase
overall liquidity risk because large amounts of money can be withdrawn in a
short period of time. If a credit union experiences financial difficulties and
adverse publicity, its ability to retain members’ deposits may be reduced or its
cost of funds significantly increased. In that case, credit unions may be highly
dependent on other forms of borrowing.
Risk Management

2.10 Sound business policies suggest that the board of directors and
management of a credit union should review risk exposure and devise a policy
for the management of those risks. For example, periodic gap-analysis reports
provide important information to assist in these reviews. Such reports typi
cally specify underlying maturity and rate assumptions and the effect of
different market interest-rate scenarios on earnings, net asset values, and
regulatory capital. The continual comparison and evaluation by management
of underlying payment streams, maturities, rates, and risks inherent in a
credit union’s assets and liabilities, given current and anticipated changes in
market interest rates, are essential parts of the asset/liability management
process. The asset/liability gap for any period of time is the difference
between the amounts of assets and liabilities that will be repriced during a
given period (that is, assets or liabilities the value of which changes in response
to interest rate changes). A negative gap position exists if a credit union has
more liabilities than assets repricing during a given period. A positive gap
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exists when interest-sensitive assets exceed interest-sensitive liabilities. Histor
ically, a negative gap position has been predominant in the credit union
industry. In a rising-rate environment, a credit union with a negative gap will
generally experience decreased earnings.

Knowledge of the Client's Business
2.11 To plan and perform an audit properly, the auditor should have
knowledge of aspects that are unique to the entity whose financial statements
are being audited. Such aspects include matters such as organizational struc
ture, product lines and services, capital structure, locations, and other operat
ing characteristics. The auditor’s knowledge of the client’s business should be
sufficient to enable him or her to understand the events, transactions, and
practices that, in his or her judgment, may have a significant effect on the
financial statements.

2.12 Knowledge of the client’s business is generally obtained through
experience with the client and discussions with other auditors or client person
nel. Such knowledge may also be obtained or supplemented by performing
procedures such as (a ) reviewing the charter and bylaws of the credit union
and (b) reading minutes of meetings of the board of directors, the supervisory
committee, the credit committee or the loan officers or both, and other
appropriate committees.
2.13 In obtaining knowledge of a client’s business, the auditor should be
aware of the possible existence of related parties. FASB Statement No. 57,
Related Party Disclosures, defines related parties as—
•
Affiliates of the enterprise (a party that, directly or indirectly
through one or more intermediaries, controls, is controlled by, or is
under common control with an enterprise).
•
Entities for which investments are accounted for by the equity
method by the enterprise.
•
Trusts for the benefit of employees, such as pension and profitsharing trusts that are managed by or under the trusteeship of
management.
•
Principal owners of the enterprise.
•
Management.
•
Members of the immediate families of the principal owners of the
enterprise and its management.
•
Other parties with which the enterprise may deal if one party
controls or can significantly influence the management or operating
policies of the other to an extent that one of the transacting parties
might be prevented from fully pursuing its own separate interests.
Another party is also a related party if it can significantly influence
the management or operating policies of the transacting parties, or
if it has an ownership interest in one of the transacting parties and
can significantly influence the other to an extent that one or more of
the transacting parties might be prevented from fully pursuing its
own separate interests.

2.14 Determining the existence of related parties and identifying transac
tions with them requires the application of specific procedures. Guidance
concerning such procedures is contained in SAS No. 45, Omnibus Statement on
Auditing Standards—1983, “Related Parties,” paragraphs 7 and 8. When
auditing identified related party transactions, the auditor should be aware
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that the substance of a particular transaction could be significantly different
from its form and that financial statements should recognize the substance of
a particular transaction rather than merely its form. In addition, if the client
includes a representation in the financial statements that related-party trans
actions are equivalent to arms-length transactions and the auditor believes
that the representation is unsubstantiated by management, he or she should
express a qualified or adverse opinion because of a departure from GAAP.

Internal Control Structure
2.15 SAS No. 55, Consideration of the Internal Control Structure in a
Financial Statement Audit, provides guidance on the auditor’s consideration of
an entity’s internal control structure in an audit of financial statements in
accordance with generally accepted auditing standards. It describes the ele
ments of an internal control structure and explains how an auditor should
consider the internal control structure in planning and performing an audit.
2.16 A credit union’s internal control structure consists of three elements:
the control environment, the accounting system, and control procedures. There
are several procedures peculiar to the credit union industry that, if in place
and functioning properly, strengthen the internal control structure. They
include the following:
•

The daily reconciliations of all loan, deposit, and related interest
trial balances with the general ledger

•

The daily balancing of tellers’ and vault cash

•

The tellers’ proof function

•

The establishment of dual controls over certain assets and records,
such as vault cash, consigned items, dormant account information,
and investment records

In all audits, the auditor should obtain a sufficient understanding of each of
the three elements to plan the audit by performing procedures to understand
the design of policies and procedures relevant to audit planning and whether
they have been placed in operation.

2.17 After obtaining this understanding, the auditor assesses control risk
for the assertions embodied in the account balance, transaction class, and
disclosure components of the financial statements. The auditor may assess
control risk at the maximum level (the greatest probability that a material
misstatement that could occur in an assertion will not be prevented or
detected on a timely basis by an entity’s internal control structure) because he
or she believes policies and procedures are unlikely to pertain to an assertion or
are unlikely to be effective, or because evaluating their effectiveness would be
inefficient. Alternatively, the auditor may obtain evidential matter about the
effectiveness of both the design and operation of a policy or procedure that
supports a lower assessed level of control risk. Such evidential matter may be
obtained from tests of controls planned and performed concurrently with
obtaining the understanding or from procedures performed to obtain the
understanding that were not specifically planned as tests of controls.
2.18 After obtaining the understanding and assessing control risk, the
auditor may desire to seek a further reduction in the assessed level of control
risk for certain assertions. In such cases, the auditor considers whether eviden
tial matter sufficient to support a further reduction is likely to be available
and whether performing additional tests of controls to obtain such evidential
matter would be efficient.
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2.19 The auditor uses the knowledge provided by the understanding of
the internal control structure and the assessed level of control risk in determin
ing the nature, timing, and extent of substantive tests for financial statement
assertions.

2.20 The auditor may find useful guidance in section 5140, “Internal
Controls,” of the NCUA’s Accounting Manual for Federal Credit Unions,
which describes the basic elements of the internal control structure of credit
unions. Subsequent chapters of this guide summarize control procedures and
conditions that the auditor may wish to consider when assessing control risk in
connection with an audit of a credit union’s financial statements.

Data Processing Provided by Independent
Organizations
2.21 Many credit unions use some form of data processing that is
provided by an independent organization (see chapter 12). Guidance on
auditing records where third-party services are significantly involved with
data processing is contained in (a ) SAS No. 70, Reports on the Processing of
Transactions by Service Organizations, and (b) the AICPA Audit Guide
Consideration of the Internal Control Structure in a Financial Statement
Audit.

Analytical Procedures
2.22 SAS No. 56, Analytical Procedures, provides guidance on the use of
analytical procedures in audits performed in accordance with generally ac
cepted auditing standards and mandates the use of analytical procedures in
both the planning and review stages of all audits. For planning purposes,
analytical procedures generally focus on (a ) enhancing the auditor’s under
standing of the client’s business and the transactions and events that have
occurred since the last audit and (b) identifying areas that may present
specific risks relevant to the audit. The objective of analytical procedures in
audit planning is to identify unusual transactions or events that may require
particular audit attention as well as trends or ratios that might indicate
matters that have financial statement or audit planning ramifications.
2.23 Analytical procedures involve comparison of recorded amounts or
ratios developed from recorded amounts to expectations developed by the
auditor. Examples of analytical procedures that auditors may find useful in
planning an audit of a credit union include comparison of account balances
with budgeted and prior-period amounts as well as analysis of ratios that
indicate relationships among elements of financial information within the
period and relationships to similar information about the industry in which the
entity operates. Significant ratios relevant to credit unions include—
•

•
•

Share growth—Current-period shares less prior-period shares di
vided by prior-period shares. Share growth is an indicator of the
credit union’s ability to compete for member’s savings. Growth in
excess of the interest rate indicates real growth.
Loans to assets—Total loans divided by total assets. This ratio
measures the percent of assets invested with the membership.
Equity growth—Current-period capital (total reserves and undi
vided earnings) less prior-period capital divided by prior-period
capital. A positive ratio indicates growing equity and enhancement
of a credit union’s ability to absorb losses.
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Capital—Capital and total shares divided by total shares. This ratio
is a traditional measure of financial strength without consideration
for potential losses. In general, the higher the percentage the greater
a credit union’s financial strength.
•
Delinquent loans—Delinquent loans to total loans. This ratio mea
sures past-due loan risk. A high ratio is cause for concern and
indicates increased potential for future losses on loans.
•
Classified assets to capital—Classified assets divided by capital.
This ratio measures the credit union’s total ability to absorb current
losses.
•
Loan loss ratio—Net loans charged off divided by average loans.
Increasing loan chargeoffs may be an indicator of ineffective lending
and loan collection practices.
•
Liquidity ratio— Liquid assets divided by short-term liabilities and
shares. This ratio measures the ability of the credit union to meet
liquidity needs. A low ratio indicates a limited ability to meet
liquidity demands.
•
Yield on assets—Gross income for the period divided by average
assets (the average of the previous and current period’s assets). This
ratio measures the yield earned on the credit union’s assets.
•
Operating expenses to assets—Operating expenses less the provision
for loan losses and cost of funds (cost of borrowed money, dividends,
and interest) divided by average assets. This ratio measures the
relative cost of operating the credit union.
•
Cost of funds to assets—Cost of funds divided by average assets.
This ratio measures the relative cost of a credit union’s investment
in its assets.
•
Net income (loss) from operations to assets—Earnings after current
period reserve transfers divided by average assets. This ratio mea
sures the credit union’s earnings on the assets invested in the
business.
2.24 Sources of information that may be useful to auditors in developing
expectations about recorded amounts and ratios include prior-period financial
information and budgets. Auditors may also find useful information in interim
financial reports prepared by management for use by the supervisory commit
tee or for reporting to regulators.
•

Consideration of the Possibility of Material
Misstatements
2.25 There are certain risks inherent in all audit engagements. One such
risk is the possibility that the financial statements are materially misstated as
the result of errors and irregularities or illegal acts by clients. SAS No. 53, The
Auditor’s Responsibility to Detect and Report Errors and Irregularities,
provides guidance on the auditor’s responsibility for the detection of errors and
irregularities in an audit of financial statements in accordance with generally
accepted auditing standards. SAS No. 53 describes factors that influence the
auditor’s ability to detect errors and irregularities and explains that the
exercise of due care should give appropriate consideration to the possibility of
errors and irregularities. It also provides guidance on the auditor’s responsibil
ity to communicate detected matters both within and without the entity
whose financial statements are being audited Management, industry, or
AICPA Audit and Accounting Guides
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engagement characteristics that may be indicative of increased risk of possible
material misstatements in the audit of a credit union include the following.
•
Noncompliance with regulatory-capital and other regulatory re
quirements
•
Speculative or unusual off-balance-sheet transactions
•
High rates of growth
•
Poor loan documentation
•
Significant nontraditional lending or investing activities that in
volve a high degree of risk
•
Adverse regulatory reports or required regulatory actions
•
Significant lending or investment activity inconsistent with man
agement’s stated strategy
•
Significant purchases of loans from regions outside the credit union’s
market area
•
Highly leveraged securities transactions
•
Significant concentrations of loans
•
The presence of material transactions that occur at, or near the end
of, a reporting period
•
The presence of individual transactions (such as sales of assets) that
account for a material portion of reported income
•
Illegal acts

2.26 An important factor to consider in assessing the risk of material
misstatement in a credit union’s financial statements is the potential for
insider abuse. Insider abuse refers to actions by a credit union’s officers or
directors that are intended to benefit themselves or related parties without
regard to the effect of these actions on the soundness of the credit union.
Insider abuse may involve unsound loans to insiders or related parties or even
embezzlement of a credit union’s funds. Factors that may indicate possible
insider abuse include the following:
•
Unsound lending practices
•
Loans secured by collateral that has had recent, dramatic increases
in value
•
Loans of unusual size or with unusual interest rates or terms
•
Poor loan documentation
•
Loans with unusual or questionable collateral or collateral that is
inconsistent with the credit union’s normal underwriting practices
•
Violations of legal limits on loans to one borrower
•
Out-of-territory loans
•
Loans that are continuously extended or modified
•
Multiple transactions with a single party or a group of affiliated
parties

Communications Between Independent Auditors and
Regulators
2.27 Regulatory examination reports and related communications be
tween examiners and a credit union can provide important information to
auditors. For example, SAS No. 57, Auditing Accounting Estimates, states
that the auditor should consider evaluating “information contained in regula
tory or examination reports, supervisory correspondence, and similar materials
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from applicable regulatory agencies.” SAS No. 54, Illegal Acts by Clients,
notes that “the auditor may encounter specific information that may raise a
question concerning possible illegal acts, such as . . . violations of laws or
regulations cited in reports of examinations by regulatory agencies that have
been made available to the auditor.” Accordingly, the auditor should review
such reports and communications.
2.28 Policies of the NCUA and most state agencies that regulate credit
unions have traditionally allowed a credit union’s independent auditor access
to certain confidential reports of examinations of the credit union. In addition,
examiners generally have been permitted to provide pertinent information to
the independent auditor with the prior approval of the credit union. Further,
examiners have permitted the independent auditor, with the permission of the
credit union, to attend, as an observer, the exit conference between examiners
and the board of directors (or an appropriate board committee) or executive
officers of the credit union or both.

2.29 The independent auditor should review reports of significant exami
nations and related communications between examiners and the credit union
and, when appropriate, make inquiries of the examiners. The independent
auditor should—
•

Request that management provide access to all reports of examina
tion and related correspondence.1

•

Review reports of significant examinations and related correspon
dence between examiners and the credit union during the period
under audit through the date of the independent auditor’s report.

•

Communicate with the examiners, with the prior approval of the
credit union, when their examination of the credit union is in process
or a report on a recent examination has not been received by the
credit union.

2.30 A refusal by management to allow the independent auditor to review
communications from, or to communicate with, the examiner would ordinarily
be a limitation on the scope of the audit sufficient to preclude an opinion (see
paragraph 7 of SAS No. 58, Reports on Audited Financial Statements). A
refusal by the examiner to communicate with the auditor may be a limitation
on the scope of the audit sufficient to preclude an unqualified opinion,
depending on the auditor’s assessment of other relevant facts and circum
stances.
2.31 In addition, the independent auditor should consider attending, as
an observer, with the prior approval of the credit union, the exit conference
between the examiner and the credit union’s board of directors (or its supervi
sory committee) or its executive officers or both. Further, if the examiners
request permission to attend the meeting between the independent auditor
and management or the credit union’s board of directors (or an appropriate
board committee) or both to review the report on the audit of the financial
statements, and management concurs, the independent auditor should en
deavor to be responsive to that request.
1 Under section 931 of FIRREA, credit unions are required to furnish to the independent
auditor a copy of the most recent examination report, any supervisory memorandum of under
standing with the credit union, and any report of any action initiated or taken by federal or state
credit union regulatory agencies.
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Compliance With Regulations
2.32 Paragraph 7 of SAS No. 22 states that in planning the audit, the
auditor should consider “matters affecting the industry in which the entity
operates, such as economic conditions, government regulations, and changes in
technology as they relate to the audit \emphasis added].” In performing an
audit in accordance with generally accepted auditing standards, the auditor
considers government regulations in light of how they might affect the finan
cial statement assertions.
2.33 The nature and extent of the auditor’s consideration of possible
violations of laws and regulations is described in SAS No. 54. SAS No. 54
provides guidance in dealing with acts that appear to be illegal, discusses the
auditor’s responsibility to detect and report misstatements resulting from
illegal acts, and sets forth the auditor’s responsibility for notification of other
parties when possible illegal acts are detected. The auditor should be aware of
the possibility that illegal acts that could have a material effect on the credit
union’s financial statements may have occurred. Although the ultimate re
sponsibility for compliance with applicable laws and regulations rests with
management, auditors should consider laws and regulations that have a direct
and material effect on the amounts presented in the financial statements.
Thus, the auditor should design the audit to provide reasonable assurance that
a credit union’s financial statements are free of material misstatements
resulting from violations of laws and regulations that have a direct and
material effect on the determination of financial statement amounts.

2.34 These laws and regulations include, for example, limitations on the
nature and amount of certain investments. Because such laws and regulations
can affect the classification and valuation of assets, the auditor should plan
the audit to obtain reasonable assurance that any violation of these laws and
regulations has not caused a material misstatement of a credit union’s finan
cial statements.

2.35 As described in SAS No. 54, paragraph 6, entities may be affected by
many other laws or regulations, such as those related to securities trading and
occupational safety. In general, such laws and regulations relate more to an
entity’s operating aspects than to its financial and accounting aspects and
their financial statement effect is indirect. Their indirect effect is normally the
result of the need to disclose a contingent liability because of the allegation or
determination of illegality. Examples of such other laws and regulations are
those that require a credit union to report certain financial transactions to
governmental agencies.. The failure to comply could subject a credit union to
severe penalties. The auditor should recognize these possibilities and their
potential adverse effect on the financial statements. If information comes to
the auditor’s attention that provides evidence of noncompliance with these
regulations, the auditor should follow the guidance in SAS No. 54. Examples of
areas in which noncompliance penalties may be imposed on a credit union
include—
•
The backup withholding of income taxes on interest paid on deposit
accounts.
•
The reporting of mortgage interest.
•
The reporting of currency transactions to the Department of the
Treasury.
•
Limitations on loans to one borrower.
2.36 When planning and conducting the audit, the independent auditor
should consider what impact noncompliance with various regulations may
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have on a credit union. Examiners’ reports may provide information about
illegal acts. The independent auditor should review reports of significant
examinations and related communications between examiners and the credit
union.

Client Representations
2.37 SAS No. 19, Client Representations, requires the auditor to obtain
certain written representations from management as part of an audit and
provides guidance concerning these representations The specific written rep
resentations to be obtained depend on the circumstances of the engagement
and on the nature and basis of presentation of the financial statements.
Paragraph 4 of SAS No. 19 lists matters ordinarily included in management's
representation letter. Certain other representations related to credit union
operations are normally obtained from credit union clients. These other items
include, but are not necessarily limited to, representations that—
•
All contingent assets and liabilities (including loans charged off,
unfunded loans, and outstanding letters of credit) have been ade
quately disclosed in the financial statements, where appropriate
•
Adequate provision has been made for any losses on, costs of, or
expenses that may be incurred on. securities, loans (including repos
sessions), or leases and real estate as of the statement-of-financialcondition date.
•
Other-than-temporary declines in the values of securities and other
investments have been properly reported in the financial state
ments.
•

•

•

Commitments to purchase or sell securities have been adequately
disclosed in the financial statements, where appropriate.
The credit union has made available all regulatory or examination
reports, supervisory correspondence, and similar correspondence
from applicable regulatory agencies
The credit union has complied with appropriate laws and regula
tions.

•

The classification of securities and other investment assets—as heldto-maturity, available-for-sale, or trading—accurately reflects man
agement’s investment intentions.

•

Sales with recourse have been adequately disclosed in the financial
statements.
Proper disclosure has been made regarding the nature, terms, and
credit risk of financial instruments with off-balance-sheet risk.
Proper disclosure has been made about financial instruments with
significant individual or group concentrations of credit risk.

•
•

Going Concern Considerations
2.38 SAS No. 59, The Auditor's Consideration of an Entity’s Ability to
Continue as a Going Concern, requires auditors to evaluate, as part of every

audit, whether there is substantial doubt about the ability of the entity being
audited to continue as a going concern for a reasonable period of time, not to
exceed one year beyond the date of the financial statements being audited.
This section describes the unique issues that an auditor may encounter in
evaluating a credit union’s ability to continue as a going concern.
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2.39 SAS No. 59 provides guidance to the auditor for meeting this
responsibility of evaluation, which is accomplished through the following steps:
a.
Consider whether the results of procedures performed in planning,
gathering evidential matter relative to the various audit objectives,
and completing the audit identify conditions and events that, when
considered in the aggregate, indicate there could be substantial
doubt about the entity’s ability to continue as a going concern for a
reasonable period of time.
b.
If the foregoing considerations lead the auditor to believe that
substantial doubt exists about the entity’s ability to continue as a
going concern for a reasonable period of time, he or she should
obtain information about management’s plans that are intended to
mitigate the adverse effects of the conditions or events that gave
rise to the doubt, and assess the likelihood that such plans can be
effectively implemented.
c.
After evaluating management’s plans, the auditor concludes
whether he or she has substantial doubt about the entity’s ability to
continue as a going concern for a reasonable period of time.
2.40 SAS No. 59 states that it is not necessary to design audit procedures
solely to identify conditions and events that, when considered in the aggregate,
indicate there could be substantial doubt about the ability of an entity to
continue as a going concern for a reasonable period of time. The results of
auditing procedures designed and performed to achieve other audit objectives
should be sufficient for that purpose. The following are examples of procedures
normally performed in audits of credit unions that may identify such condi
tions and events:
•
Analytical procedures
•
Review of subsequent events
•
Review of compliance with the terms of debt and loan agreements
•
Reading of minutes of meetings of the board of directors, and
important committees of the board
•
Inquiry of an entity’s legal counsel about litigation, claims, and
assessments
•
Confirmation with related and third parties of the details of ar
rangements to provide or maintain financial support
•
Review of reports of significant examinations and related communi
cations between examiners and the credit union
•
Review of compliance with regulatory capital requirements
2.41 In performing audit procedures such as those presented in paragraph
2.40 above, the auditor may identify information about certain conditions or
events that, when considered in the aggregate, indicate there could be substan
tial doubt about the credit union’s ability to continue as a going concern for a
reasonable period of time. The significance of such conditions and events will
depend on the circumstances, and some may have significance only when
viewed in conjunction with others. Examples of such conditions and events
that may be encountered in audits of credit unions include—
•
Recurring operating losses.
•
Indications of strained liquidity.
•
Negative equity on a GAAP basis.
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Concerns expressed by regulatory authorities about alleged unsafe
and unsound practices, including an LUA or its equivalent. A formal
order by a regulatory agency to merge, close, or otherwise deal with
a troubled credit union is generally preceded by a LUA.
Indications of strained relationships between management and regu
latory authorities.
Noncompliance with regulatory capital requirements.

2.42 SAS No. 59 states that if, after considering management’s plans, the
auditor concludes there is substantial doubt about the credit union’s ability to
continue as a going concern for a reasonable period of time, the auditor should
consider the possible effects on the financial statements and the adequacy of
the related disclosure. Some of the information that might be disclosed in
cludes—
•
Pertinent conditions and events giving rise to the assessment of
substantial doubt about the credit union’s ability to continue as a
going concern for a reasonable period of time.
•
The possible effects of such conditions and events.
•
Management’s evaluation of the significance of those conditions and
events and any mitigating factors.
•
Possible regulatory sanctions, including discontinuance of opera
tions.
•
Management’s plans (including information about the credit union’s
capital plan and relevant prospective financial information).
•
Information about the recoverability or classification of recorded
asset amounts or the amounts or classification of liabilities.
2.43 If, primarily because of the auditor’s consideration of management’s
plans, the auditor concludes that substantial doubt about the entity’s ability
to continue as a going concern for a reasonable period of time is alleviated, he
or she should consider the need for disclosure in the financial statements of the
principal conditions and events that initially caused him or her to believe
there was substantial doubt. Disclosure should include the possible effects of
such conditions and events, and any mitigating factors, including manage
ment’s plans.
2.44 If the auditor concludes that substantial doubt about the credit
union’s ability to continue as a going concern for a reasonable period of time
remains, the auditor’s report should include an explanatory paragraph (follow
ing the opinion paragraph) to reflect that conclusion.
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Chapter 3
Cash
Introduction
3.01 Cash includes cash on deposit in other depository institutions, cash
on hand, and cash equivalents.
3.02 Cash on deposit includes balances on deposit in financial institutions
and deposits in transit. These amounts may or may not be subject to with
drawal by check and may or may not bear interest.
3.03 Cash on hand consists primarily of a change fund and petty-cash
funds. A credit union’s change fund is a supply of currency, coins, and cash
items (for example, stamps). The fund often consists of the tellers’ working
funds, a reserve fund kept in the vault, or vault funds in transit. It may also
include a currency supply for and in automated teller machines (ATMs). Each
teller should be individually responsible for the funds in his or her possession,
but supervisory personnel should control the vault reserve fund.

3.04 Cash equivalents are short-term, highly liquid investments that are
both readily convertible to known amounts of cash and so near their maturity
(for example, three months) that they present an insignificant risk of incurring
changes in value because of changes in interest rates.
3.05 A credit union may also have consignment items (such as travelers’
checks and money orders) that could easily be converted into cash and
therefore should be controlled.

Financial Statement Presentation
3.06 The financial statement caption normally should read “Cash and
Cash Equivalents,” unless the credit union has no cash equivalents. However,
cash not subject to immediate withdrawal or restricted in some other manner
should be disclosed and may require separate reporting in the statement of
financial condition. See chapter 14 for a discussion of the statement of cash
flows.
3.07 FASB Statement No. 107, Disclosures about Fair Value of Financial
Instruments, requires the disclosure of fair values of financial instruments for
which it is practicable to estimate fair value. The carrying amount of items
classified as cash and cash equivalents generally approximates fair value
because of the relatively short period of time between the origination of the
instruments and their expected realization.

Audit Objectives and Procedures
Audit Objectives
3.08 The objectives of auditing cash and cash equivalents are to obtain
reasonable assurance that—
•
Recorded cash and cash equivalents exist and are owned by the
entity at the statement of financial condition date.
•
Cash balances are complete and accurate.
•
Cash receipts, disbursements, and transfers have been recorded in
the proper period and reconciling items will clear in the normal
course of business.
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Cash balances are presented in the financial statements in accor
dance with generally accepted accounting principles.
Cash restricted as to availability or use is properly identified and
disclosed.

Planning Considerations
3.09 Cash may be a significant item to a credit union because of the large
volume of transactions. Cash receipts consist primarily of savings deposits and
payments on loans. Cash disbursements consist primarily of savings withdraw
als, loan disbursements, and operating expenses. The nature of these transac
tions makes the teller the originator of a significant portion of the daily cash
accounting entries. The principal documents initiating cash transactions are
cash-received vouchers, checks used for disbursement purposes, and journal
vouchers affecting cash.
Internal Control Structure
3.10 Because of the negotiability and liquidity of the items included in
cash and cash equivalents, an effective internal control structure in this area is
a significant audit concern. Examples of typical internal control structure
policies and procedures relating to cash include the following:
•
Cash is counted and reconciled on a timely basis.
•
Tellers have exclusive access to and custody of their respective
funds, cash items, and consignment items.
•
Access to the night depository is under the control of two employees,
both of whom must be present when the safe contents are removed,
listed, and processed.
•
Cash items are reviewed daily for propriety by an officer or a
supervisory employee other than the custodian of the items.
•
Each of the functions of cash receipt, cash disbursement, posting to
subsidiary and general ledgers, and reconciliation is performed by a
different employee.
•
Confirmation requests received from depository banks, supervisory
examiners, and other parties are processed by an employee other
than the one reconciling the account.
•
Surprise counts of all cash and cash items are performed.
•
Teller fund amounts are limited.
•
Physical storage facilities are adequate to safeguard currency and
coins against theft or other misappropriation.
•
Management evaluates the financial strength of institutions in
which the credit union has deposits in excess of insured limits.
•
Management reviews the reporting of currency transactions to the
Department of the Treasury.
•
Vault cash (reserve fund) is under dual control.
•
Reports to regulators are reviewed for compliance with reserve
requirements.
•
ATM access and balancing are subject to dual control.
•
Bank accounts used for ATM transactions are reconciled on a daily
basis.
3.11 Many credit unions use wire transfers to facilitate large cash trans
actions. Having an effective internal control structure over wire transfers is
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particularly important because of the risk of fraudulent wire-transfer activity.
As wire-transfer activity increases, the auditor’s assessment of control risk
associated with wire transfer becomes an increasingly important concern.
Examples of typical internal control structure policies and procedures relating
to wire transfers include the following:
•
The duties of origination, testing, processing, and balancing of wire
transfer requests are segregated.
•
Proper authorization is given for wire disbursements exceeding the
available balances in share accounts or other deposits.
•
Written agreements are established and maintained for all members
making funds or securities-transfer requests, particularly for those
members who initiate transfer requests by telephone or other means
that do not provide for signed authorization. These agreements
should clearly set forth the scope of the credit union’s liability.
•
Rejected transactions and correcting and reversing entries are re
viewed by the supervisor.
•
Copies of funds transfers are provided to members on a timely basis.
•
Written instructions concerning the wire-transfer function are com
plete and current.
•
Authorized caller codes are used and are changed periodically as
well as each time there is a change in the employee assigned to that
task.
•
A current list of personnel authorized to initiate wire transfers is
maintained.
•
Access to the wire equipment area is physically restricted.
•
Holds are placed on member accounts by wire operations personnel
when instructions are received directly from the authorized member
to confirm that available funds are in the member’s account or that
the transfer funds are within authorized limits before the transfer is
made.
•
Card files or authorization letters are on file for members who
request telephone transfers directly from the wire function.
•
Periodic follow-up reviews of third-party wire transfers are per
formed.

Tests of Controls
3.12 Examples of procedures that the auditor should consider performing
to test the operating effectiveness of internal control structure policies and
procedures relating to cash include—
•
Inquiring whether and observing that adequate segregation of du
ties exists with respect to the handling and reconciliation of cash.
•
Inquiring about and reviewing documentation of surprise cash
counts of teller and vault funds to determine that they are per
formed periodically.
•
Inquiring about and observing that proper control of mail receipts
and supplies of consigned items is maintained.
•
Inquiring whether and inspecting reconciliations to determine that
they are performed and reviewed in a timely manner.
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3.13 Examples of procedures that the auditor should consider performing
to test the operating effectiveness of internal control structure policies and
procedures relating to wire transfers include—
•
Reviewing transfers sent and received to determine that sequence
numbers are unique and consecutive.
•
Inquiring about and observing that acknowledgments are returned
for all outgoing messages.
•
Inquiring about and observing that the total number and dollar
amount of funds- and securities-transfer messages sent and received
are compared, at least on an end-of-day basis, with summaries
received from the Federal Reserve.
•
Reviewing reconciliations to determine that differences on daily
reserve or clearing-account statements are reconciled and any dis
crepancies are investigated.
3.14 Tests of controls over cash are often performed concurrently with
substantive tests.

Substantive Tests
3.15 The auditor should determine the nature, timing, and extent of
substantive tests based on his or her assessment of inherent and control risks.
Substantive tests that the auditor should consider include—
•
Counting cash and comparing the balances with tellers’ proof sheets.
•
Testing tellers’ proof sheets.
Testing bank reconciliations.
Reviewing cash-over and -short summaries.
Testing interbank transfers.
Reconciling subsidiary ledgers to the general ledger.
Testing the propriety of authorized accounts and signatures.
Reviewing the composition of suspense accounts, especially noting
the recurring use of such accounts and the failure or inability to
reconcile the cash account.
•
Confirming account balances.
•
Testing currency-transaction reports filed with the Department of
the Treasury.
•
Confirming consigned items with consignors.
•
Scanning cash records for unusual transactions or adjustments.
These tests may concurrently provide evidence related to the objectives of
tests of controls and substantive tests.
•
•
•
•
•
•
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Chapter 4

Investments
Introduction
4.01 Credit union investment managers choose from a number of invest
ment alternatives to achieve an optimum balance of safety, liquidity, and
yield. Safety and yield generally exhibit an inverse relationship: the lower the
quality of an asset, the higher the return expected by the investor. Liquidity
and yield also generally exhibit an inverse relationship: the longer the matur
ity of an asset, the higher the return expected by the investor. Achieving the
proper mix of safety, liquidity, and yield in a credit union’s investment
portfolio is one of the primary tasks of management.

4.02 Credit unions’ income objectives are normally attained through
lending operations; the higher risk and reduced liquidity of a loan portfolio
allow a credit union to earn higher yields, and thus to maximize the spread
between the yield it earns and its cost of funds. Credit unions’ liquidity
objectives are normally attained through its investment securities portfolio.
Liquidity is required to meet normal, anticipated withdrawals of deposits; to
provide a margin of safety for unforeseeable withdrawals; and to meet the
members’ credit needs. Further, securities may be required to be pledged as a
guarantee of the collectibility of certain government deposits or as collateral
for borrowings. In managing their investment portfolios, credit unions seek to
maximize their returns without jeopardizing the liquidity the portfolios pro
vide.

Investment Activities
4.03 Federal and state regulations, particularly those restricting the types
of investments available to credit unions, affect credit union investment
decisions. Credit union investments are generally limited to—
•
Investments in corporate credit unions.
•
U.S. Treasury obligations, such as Treasury bills, notes, and bonds.
•
Obligations and instruments of agencies of the U.S. government.
•
Mortgage-backed securities issued or fully guaranteed by an agency
of the U.S. government.
•
Privately issued mortgage-backed securities.
•
Common trust or mutual investment funds.
•
Investments in the Central Liquidity Facility.
•
Investment deposits in federally insured financial institutions
•
Repurchase agreements.
•
Mortgage-related derivatives, such as stripped mortgage-backed se
curities, collateralized mortgage obligations, and asset-backed secu
rity residuals, except asset-backed residuals supported by
installment loans, leases, or revolving lines of credit.
•
Investments in other natural person credit unions.
•
Purchased put options related to loans held for sale.
•

Federal funds purchased.

•

Pair-off transactions (that is, matching or netting of commitments
to purchase and sell securities via cash-forward agreements), subject
to guidelines contained in NCUA Interpretive Ruling and Policy
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Statement (IRPS) No. 92-1, Supervisory Policy Statement on Secur
ities Activities (an interpretation of the FFIEC Policy Statement
Supervisory Policy Statement on Securities Activities, February
1992).
Other investments, as outlined in The Federal Credit Union Act,
section 107; the NCUA Rules and Regulations, part 703, “Invest
ment and Deposit Activities”; NCUA IRPS 92-1; or similar state
statutes.

4.04 As a result of the failure or weakening of credit unions that have
engaged in speculative investment practices, certain investment vehicles have
been determined by regulators to be impermissible. The NCUA may require
immediate disposal of unauthorized investments, which may result in substan
tial losses to the credit union. Unauthorized (prohibited) investments for a
federal credit union currently include—
•
Wash sales (sales of securities with the intent to re-acquire the same
or “substantially the same” securities, most often to obtain a lower
cost of funding or other benefits). In such transactions the period of
time between sale and reacquisition of the securities may vary. It is
often very short, especially when securities with a ready market are
involved. SOP 90-3, Definition of the Term Substantially the Same
for Holders of Debt Instruments, as Used in Certain Audit Guides
and a Statement of Position, establishes criteria to determine if debt
instruments, including mortgage-backed securities, are “substan
tially the same.”
•
Standby commitments to purchase or sell a security.
•
Adjusted trading or short sales (sales of securities not owned at the
time of sale, with the intention that substantially the same securi
ties will be acquired at a future date to cover the sale). In the
interim, an institution is generally able to deliver securities sold
short to the buyer by borrowing the securities from a third party, by
obtaining the buyer’s acceptance of its secured promise to deliver
securities purchased at a future date, or by delivering a due bill.
•
Futures and other options contracts, except purchased put options
related to loans held for sale.
•
Common stocks, except for those issued by credit union service
organizations (CUSOs).
•
Corporate debt obligations.
•
Equity participations in commercial real estate projects.
The investment environment in which credit unions operate is constantly
changing; new products become available, and changes frequently occur in
existing investment vehicles. The preceding lists are not intended to be allinclusive. The auditor should be aware that other limitations may be imposed
by state regulatory agencies with authority over state-chartered credit unions.

4.0 5 A brief discussion of several of the most common investment vehicles
used by credit unions follows.

Corporate Credit Union Network

4.0 6 The Corporate Credit Union Network (the Network) serves as a
primary investment alternative for many credit unions. The Network consists
of the U.S. Central Credit Union and the various corporate credit unions. U.S.
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Central “wholesales” financial and payment services to the corporate credit
unions, which in turn act as financial intermediaries on behalf of the individ
ual credit unions. Surplus funds of the individual credit unions may be
aggregated in the corporate credit unions for investment through U.S. Central.
U.S. Central’s investment objectives are to offer competitive yields on invest
ments while maintaining safety and liquidity. Overnight investment alterna
tives offered through the Network include regular daily shares and overnight
certificates. Term investment alternatives, with maturities of two days to five
years and longer, offered through the Network include (a ) liquidity, (b) highyield and redeemable shares, and (c) variable-rate shares and certificates.

Debt Securities
4.07 The most common forms of investment securities held by credit
unions are debt securities issued by the U.S. government or governmentsponsored enterprises. Debt securities represent the issuers’ promise to pay a
set principal amount at a given maturity date, as well as interest, at either a
fixed rate or a variable rate, during the term of the security.

Mortgage-Backed Securities
4.08 Mortgage-backed securities (MBSs) represent a participation in an
organized pool of mortgages (single-family, multi-family, and in some cases
commercial real estate properties), the principal and interest payments on
which are passed from the mortgage originators, through intermediaries (gen
erally quasi-governmental agencies) that pool and repackage them in the form
of securities, to investors. The quasi-governmental agencies that guarantee the
payment of principal and interest to investors include the Government Na
tional Mortgage Association (GNMA), or Ginnie Mae; the Federal National
Mortgage Association (FNMA), or Fannie Mae; and the Federal Home Loan
Mortgage Corporation (FHLMC), or Freddie Mac. MBSs are generally re
ferred to as “mortgage-participation certificates” or “pass-through certifi
cates.” MBSs issued by the FHLMC, the FNMA, or the GNMA represent the
majority of the pass-through market. Common characteristics of MBSs include
the following:
•
Certificates are issued with stated minimum principal amounts.
•
Pools of mortgages typically have loans with interest rates within a
range.
•
Maturities of the underlying mortgages generally vary.
•
A pool generally comprises one of the following types of mortgage
products: fixed-rate, adjustable-rate, or single-family or multi-fam
ily.

Mortgage-Related Derivatives
4.0 9 Mortgage-related derivative products, or mortgage derivatives, in
clude stripped mortgage-backed securities (that is, interest-only securities and
principal-only securities), collateralized mortgage obligations (CMOs), and
pass-through mortgage-backed securities with senior/subordinated structures.
These securities are referred to as “derivatives” because they are derived by
segregating or partitioning cash flows from mortgage pass-through securities or
from pools of mortgage loans.
4.10 Mortgage derivatives provide investors with a broad range of mort
gage investment vehicles by tailoring cash flows from mortgages to meet the
varied risk and return preferences of investors. These securities enable the
issuer to “carve up” the cash flows from the underlying securities and thereby
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create multiple classes of securities with different maturity and risk character
istics.

4.11 Derivative products may be useful investment vehicles or tools for
managing interest rate risk, but they may also expose a credit union to a
considerable risk of loss if they are not managed in an effective manner. The
high-risk nature of these products stems, in part, from their price volatility.
Many mortgage derivatives, standing alone, exhibit considerably more price
volatility than standard mortgage pass-through securities. In addition, be
cause these securities are complex, a high degree of technical expertise is
required to understand how the prices of such securities might be expected to
behave under various interest rate and prepayment scenarios.

Mutual Funds
4.12 Credit unions are allowed to invest in mutual funds that represent
shares of pooled investment securities. Such investments are restricted to
funds that hold otherwise allowable investment vehicles. In contrast to debt
securities, the perpetual nature of open-ended mutual funds does not afford
investors the opportunity to hold to maturity to ensure recovery of the initial
investment (or a stated principal amount). Accordingly, investing in mutual
funds poses a higher degree of principal risk.

Repurchase Agreements
4.13 Repurchase agreements (repos) are agreements between a buyer and
a seller, usually of U.S. government securities or mortgage-backed securities,
whereby the buyer agrees to resell the securities at an agreed-upon price and
at a stated time. Such a transaction is equivalent to a collateralized lending
and borrowing of funds equal to the purchase price of the related collateral.
The attraction of repos to credit unions that buy securities (loan funds) under
repurchase agreements is the flexibility of their maturities, which makes them
ideal instruments in which to invest funds on a very temporary basis.
4.14 Reverse-repurchase agreements (RRPs or reverse repos) are agree
ments to sell and repurchase identical securities within a specified time at a
specified price. Most of the risks faced by seller-borrowers entering into RRPs
are also faced by buyer-lenders entering into repos. If a buyer-lender under a
repo agreement with a securities dealer does not perfect a security interest in
the securities purchased (for example, by having a signed agreement and by
taking possession) either directly or through a custodian acting as its agent,
the potential economic loss extends to the full value of the securities bought
and the credit risk assumed is equivalent to that of an unsecured lender.
Collateral risk to which the buyer-lender is exposed is reduced if definitive
collateral is held by the dealer’s custodian as the dealer’s agent with specific
identification of the assignee or if book-entry collateral is transferred directly
by a notation entry. When definitive collateral is locked up by the dealer in
safekeeping and segregated and identified by member, collateral risk is re
duced only if the dealer’s internal control structure related to securities held in
safekeeping is effective. Collateral risk is reduced further if the buyer-lender or
its agent, which could be the dealer’s bank acting as the buyer-lender’s agent,
takes possession of the collateral.

Hedging Instruments
4.15 Hedging instruments are financial products that are used to reduce
interest rate risk. These products, when properly used, can reduce a credit
union’s risk of loss from volatile movements in interest rates. Hedging instru
ments generally provide for the transfer of interest rate risk to a third party.
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Financial products commonly used as hedging instruments include interest
rate futures contracts, options, and interest rate swaps. These products can
also be used as highly volatile, speculative investments. Because of leverage,
these instruments are very sensitive to market price movement, and if used
improperly, they can expose credit unions to a high degree of risk. Currently,
federal credit unions are limited to long positions on put options for GNMA,
FNMA, and FHLMC securities. A long position on a put option for one of
these financial instruments can protect a credit union against increased
interest-rate price risk (which would decrease the value of the hedged secu
rity). The option increases in value as interest rates increase. Because it is an
option contract, the maximum potential cost (the up-front fee or option
premium) is known at the outset.

4.16 Federal credit unions may purchase put options only to reduce the
risk of loss from interest rate increases on loans being produced for sale on the
secondary market. Federal credit unions are not permitted to purchase put
options to limit risk on loans produced or held in their loan portfolios for
investment.

Accounting Principles: Measurement and Disclosure
Premiums and Discounts

4.17 Investment securities may be acquired at par value, at a premium
(a price greater than face value), or at a discount (a price less than face value).
A premium paid for an investment at the time of original issuance or at some
time thereafter represents a downward adjustment of the stated rate of
interest to reflect the market yield at the time of purchase. Conversely, an
investment discount represents an upward adjustment of the stated rate of
interest to the market yield at the time of purchase. The carrying amount of
the investment during the holding period should be systematically adjusted to
the amount anticipated to be realized at the maturity date and the amount of
such periodic adjustments included in interest income FASB Statement No.
91, Accounting for Nonrefundable Fees and Costs Associated with Originating
or Acquiring Loans and Initial Direct Costs of Leases, requires that amortiza
tion of premium or accretion of discount be recorded in a manner that
produces a constant rate of return on the basis of adjusted book value (interest
method).
4.18 The period of amortization or accretion should extend from the
purchase date to the maturity date. The use of maturity dates for determining
the amortization period for mortgage-backed securities may not be necessary
when credit unions hold a large number of similar loans for which prepay
ments are probable and the timing and the amount of the prepayments can be
reasonably estimated. In such circumstances, credit unions may consider
estimates of future principal payments in determining the amortization period
for calculation of the constant yield
Carrying Value of Investments and Financial Statement
Presentation

4.19 The accrual basis of accounting requires that purchases and sales of
securities be recorded on a trade-date basis. However, if the settlement date
for a purchase or sale occurs after the financial statement date, and (a ) the
purchases or sales do not significantly affect the composition of a credit
union’s assets and (b ) the resulting gain or loss on the sales of the securities is
not material, accounting on a settlement-date basis for such sales and
purchases is acceptable.
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4.20 FASB Statement No. 115, Accounting for Certain Investments in
Debt and Equity Securities, addresses the accounting and reporting for invest
ments in equity securities that have readily determinable fair values and for
all investments in debt securities. Those investments are to be classified in
three categories and accounted for as follows:

•

Held-to-maturity securities (debt securities the credit union has the
positive intent and ability to hold to maturity) are reported at
amortized cost.

•

Trading securities (debt and equity securities that are bought and
held principally for the purpose of selling them in the near future)
are reported at fair value, with unrealized gains and losses included
in earnings.

•

Available-for-sale securities (debt and equity securities not classified
as either held-to-maturity or trading) are reported at fair value,
with unrealized gains and losses excluded from earnings and re
ported in a separate component of members’ equity.

Typically, credit union investments in certificates of deposit in banks or
certificates or shares in corporate credit unions are not subject to the provi
sions of FASB Statement No. 115 because they are debt instruments that do
not meet the definition of a security in that Statement.
4.21 The Regulatory Matters section in this chapter discusses the effect
regulations may have on the classification of securities in these categories.

4.22 For individual securities classified as either available-for-sale or heldto-maturity, FASB Statement No. 115 requires credit unions to determine
whether a decline in fair value below the amortized cost basis is other than
temporary. For example, if it is probable that the investor will be unable to
collect all amounts due according to the contractual terms of a debt security
not impaired at acquisition, an other-than-temporary impairment shall be
considered to have occurred. If such a decline is judged to be other than
temporary,2 the cost basis of the individual security should be written down to
fair value as the new cost basis, with the amount of the write-down included in
earnings (that is, accounted for as a realized loss).

4.23 Fair values of individual securities should be obtained from pub
lished quotations or other independent sources. Gains and losses from availa
ble-for-sale and held-to-maturity securities should be reported as of the trade
date in the statement of operations for the period in which securities are sold
or otherwise disposed of.
4.24 Transfers Among Classifications. FASB Statement No. 115 also
specifies the following accounting for transfers between categories. In accor
dance with the Statement, at the date of the transfer, unrealized holding gains
and losses associated with securities transferred should be accounted for as
follows:
•

For securities transferred from the trading category, unrealized
holding gains or losses at the date of the transfer will have already
been recognized in earnings and should not be reversed.

For individual held-to-maturity securities or available-for-sale securities that have a fair
value below the amortized cost basis, the auditor should consider whether the decline in value is
other than temporary by considering the conditions that gave rise to the decline in value in
accordance with the auditing interpretation of SAS No. 1, section 332, Long-Term Investments
(AICPA, Professional Standards, vol. 1, AU section 9332).
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•

For securities transferred into the trading category, unrealized hold
ing gains or losses at the date of the transfer should be recognized in
earnings immediately.

•

For debt securities transferred into the available-for-sale category
from the held-to-maturity category, unrealized gains or losses at the
date of the transfer should be recognized in a separate component of
members’ equity.

•

For debt securities transferred into the held-to-maturity category
from the available-for-sale category, unrealized holding gains or
losses at the date of the transfer should continue to be reported in a
separate component of members’ equity but should be amortized
over the remaining life of the security as an adjustment of yield in a
manner consistent with the amortization of any premium or dis
count.

4.25 FASB Statement No. 115 notes that transfers from the held-tomaturity category should be rare, except for transfers due to circumstances
specifically identified in the Statement. The Statement also notes that, given
the nature of trading securities, transfers into or from the trading category
should also be rare.

Financial Statement Presentation and Disclosure
4.26 FASB Statement No. 115 requires that the following information
about held-to-maturity and available-for-sale securities should be disclosed
separately for each of those categories:

•

For each statement of financial condition presented, the fair value,
gross unrealized holding gains, gross unrealized holding losses, and
amortized costal[3],*4 basis by major security type Major security
types should include, but are not limited to, the following:

— Equity securities

— Debt securities issued by the U.S. Treasury and other U.S.
Government corporations and agencies
— Debt securities issued by states of the U.S. and political subdivi
sions of the states
— Mortgage-backed securities
— Other debt securities
•

Information about the contractual maturities of securities as of the
date of the most recent statement of financial condition. Maturity
information may be combined in appropriate groupings. These dis
closures should include the fair value and amortized cost of debt
securities based on at least the four following maturity groupings:

— Within one year
— After one year through five years
— After five years through ten years
[3] [Deleted.]
4 Amortized cost is the face amount of the security increased or decreased by unamortized
premium, discount, finance charges, or acquisition fees and costs and may also reflect a previous
direct writedown of the security.
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— After ten years5*,[6]
For each period for which the results of operations are presented the
institution should disclose:
— The proceeds from sales of available-for-sale securities and the
gross realized gains and gross realized losses on those sales
— The basis on which cost was determined in computing realized
gain or loss (that is, specific identification, average cost, or
other method used)
— The gross gains and gross losses included in earnings from
transfers of securities from the available-for-sale category into
the trading category
— The change in net unrealized holding gain or loss on availablefor-sale securities that has been included in the separate compo
nent of members’ equity during the period
— The change in net unrealized holding gain or loss on trading
securities held at period-end that has been included in earnings
during the period
For any sales or transfers from securities classified as held-tomaturity, the amortized cost amount of the sold or transferred
securities, the related realized or unrealized gain or loss, and the
circumstances leading to the decision to sell or transfer the security
should be disclosed in the notes to the financial statements for each
period in which the results of operations are presented.
The notes to the financial statements should include an explanation
of the credit union’s accounting policy for securities, including the
basis for classification.

4.27 Credit unions should also consider disclosing year-end weighted
average yields and maturities by investment type.

4.28 FASB Statement No. 107, Disclosures about Fair Value of Financial
Instruments, requires credit unions to disclose, either in the body of the
financial statements or in the accompanying notes, the fair value7 of financial
instruments for which it is practicable8 to estimate fair value, and the
method(s) and significant assumptions used to estimate the fair value of
financial instruments.
4.29 FASB Statement No. 107 defines a financial instrument as cash,
evidence of an ownership interest in an entity, or a contract that both (a )
imposes on one entity a contractual obligation9 (1) to deliver cash or another
5
Securities not due at a single maturity date, such as mortgage-backed securities, may be
disclosed separately rather than allocated over several maturity groupings; if allocated, the basis
for allocation should be disclosed.
[6] [Deleted.]
7
FASB Statement No. 107 defines fair value as the amount at which the instrument could be
exchanged in a current transaction between willing parties, other than in a forced or liquidation
sale. If a quoted market price is available for an instrument, the fair value to be disclosed for that
instrument is the product of the number of trading units of the instrument times that market
price.
8
In the context of FASB Statement No. 107, “practicable" means that an estimate of fair
value can be made without incurring excessive costs.
9
Contractual obligations encompass both those that are conditioned on the occurrence of a
specified event and those that are not. All contractual obligations that are financial instruments
meet the definition of liability set forth in FASB Concepts Statement No. 6, Elements of Financial
Statements, although some may not be recognized as liabilities in financial statements—may be
“off-balance-sheet”—because they fail to meet some other criterion for recognition. For some
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financial instrument to a second entity or (2) to exchange other financial
instruments on potentially unfavorable terms with the second entity and (b)
conveys to that second entity a contractual right (1) to receive cash or another
financial instrument from the first entity or (2) to exchange other financial
instruments on potentially favorable terms with the first entity.

4.30 Quoted market prices, if available, are the best evidence of the fair
value of financial instruments. If quoted market prices are not available,
management’s best estimate of fair value may be based on the quoted market
price of a financial instrument with similar characteristics or on valuation
techniques (for example, the present value of estimated future cash flows using
a discount rate commensurate with the risks involved, option pricing models,
or matrix pricing models). Appendix A of FASB Statement No. 107 contains
examples of procedures for estimating fair value.

4.31 In estimating the fair value of deposit liabilities, a credit union
should not take into account the value of its long-term relationships with
depositors, commonly known as “core deposit intangibles.’’ Core deposit in
tangibles are separate intangible assets, not financial instruments. For deposit
liabilities with no defined maturities, the fair value to be disclosed should be
the amount payable on demand at the reporting date. FASB Statement No.
107 does not prohibit an entity from disclosing separately the estimated fair
value of any of its nonfinancial intangible and tangible assets and nonfinancial
liabilities. For trade receivables and payables, no disclosure is required when
the carrying amount approximates fair value.
4.32 If it is not practicable for an entity to estimate the fair value of a
financial instrument or a class of financial instruments, the following shall be
disclosed:
a.
Information pertinent to estimating the fair value of that financial
instrument or class of financial instruments, such as the carrying
amount, effective interest rate, and maturity
b.
The reasons why it is not practicable to estimate fair value
4.33 FASB Statement No. 105, Disclosure of Information about Financial
Instruments with Off-Balance Sheet Risk and Financial Instruments with
Concentrations of Credit Risk, requires certain disclosures of financial instru

ments with off-balance-sheet credit or market risk and disclosure of significant
concentrations of credit risk for all financial instruments. The concentrations
of credit risk disclosure apply to debt securities as well as loans and are
discussed further in chapter 5.

4.34 The carrying amount of investment assets pledged to secure securi
ties sold under repurchase agreements and for other borrowings also should be
disclosed in the notes to the financial statements.
4.35 Mortgage-Backed Securities. Unsecuritized loans are not subject to
the provisions of FASB Statement No. 115. However, after mortgage loans are
converted to mortgage-backed securities, they are subject to its provisions.
Mortgage-backed securities that are held for sale in conjunction with mort
gage-banking activities, as described in FASB Statement No. 65, Accounting
for Certain Mortgage Banking Activities, should be classified as trading
securities and reported at fair value, with unrealized gains and losses included
in earnings. Other mortgage-backed securities not held for sale in conjunction
(Footnote Continued)

financial instruments, the obligation is owed to or by a group of entities rather than a single
entity.
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with mortgage banking activities should be classified based on the criteria
described in paragraph 4.20 and reported accordingly.

4.36 The disclosure requirements described in paragraphs 4.26 and 4.27
also apply to mortgage-backed securities.

4.37 Mortgage-Related Derivatives. Mortgage-related derivatives include
interest-only certificates, principal-only certificates, and asset-backed residu
als.
4.38 Interest-only certificates (IOs) are mortgage-backed securities in
which investors purchase a portion or all of the cash flows designated as
interest. The purchase price of an IO is equal to the expected future cash flows
discounted at the market’s current rate for an IO investment. The FASB’s
Emerging Issues Task Force (EITF) reached a consensus in EITF Issue No.
89-4, Accounting for a Purchased Investment in a Collateralized Mortgage
Obligation Instrument or in a Mortgage-Backed Interest-Only Certificate, that
mortgage-backed IOs should be accounted for in the same manner as high-risk
non-equity CMO instruments.10 The EITF also reached a consensus that
interest income on an investment in an IO should be accrued by applying the
interest method assuming prepayments (rather than applying the interest
method allowed by FASB Statement No. 91, which does not assume prepay
ments).

4.39 Principal-only certificates (POs) are similar to IOs, except that
investors purchase a portion or all of the cash flows of a mortgage-backed
security designated as principal. In general, purchase discounts are recognized
by the interest method over the contractual life of the related instrument, in
accordance with FASB Statement No. 91. Prepayments may be estimated in
the application of the interest method if the criteria of paragraph 19 of FASB
Statement No. 91 are met. POs derived from MBSs ordinarily meet those
criteria.
4.40 Asset-backed residuals represent the excess cash flows from assetbacked securities transactions after the payments due to bondholders and
administrative expenses have been satisfied. Asset-backed residuals have
many of the characteristics of interest-only securities. The amount and timing
of excess cash flows that accrue to the residual holder depend largely on the
speed at which the underlying collateral prepays and on prevailing interest
rates. Since these variables can change significantly over the residual’s term,
yields on asset-backed residuals can fluctuate widely. In extreme cases, a
credit union could fail to recover all of its original investment in an assetbacked residual
4.41 Accounting for purchased investments in CMO residuals is discussed
in EITF Issue No. 89-4, which states that the accounting should follow the
investment’s form. EITF Issue No. 89-4 also addresses—
•
Which factors should be considered in determining whether to ac
count for certain securities as equity or nonequity.
•
What attributes of certain nonequity high-risk securities distinguish
them as a group of instruments that should be accounted for
similarly.
•
Accounting for certain nonequity high-risk securities in subsequent
periods.
10Credit unions may sometimes invest in interest-only certificates that are not mortgagerelated derivatives. An example of such an IO is interest-only strips of U.S. government bonds.
Such IOs are not considered high-risk and should be accounted for in accordance with FASB
Statement No. 91.

AAG-CRU 4.36

B-44

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

40 8-94

Investments

75,055

The EITF has also discussed Issue No. 93-18, Recognition of Impairment for
an Investment in a Collateralized Mortgage Obligation Instrument or in a
Mortgage-Backed Interest-Only Certificate.

4.42 Mortgage-related derivatives should be classified based on the crite
ria described in paragraph 4.20 and reported accordingly.
4.43 When a credit union invests in mortgage-related derivatives, the
notes to its financial statements should include a classification of the carrying
amount and fair value of mortgage derivatives by major category, for exam
ple, (a) interest-only securities, (b) principal-only securities, and (c) residuals.
Other categories should be presented if necessary to disclose unusual risk
characteristics. The disclosure requirements described in paragraphs 4.26 and
4.27 also apply to mortgage-related derivatives.

4.44 When a credit union invests in mortgage-related derivatives, the
summary of significant accounting policies should disclose significant factors,
such as prepayments and interest rates, that may affect the yield on, or
recoverability of, the carrying amount.
4.45 Mutual Funds. Open-ended mutual funds are considered marketable
equity securities and should be classified and reported in accordance with the
provisions of FASB Statement No. 115.[11]
4.46 Repurchase Agreements. Repurchase agreements (repos) should be
accounted for in the same manner as reverse repos, as discussed in chapter 9.
Repurchase agreements should be presented gross and not netted against
reverse-repurchase agreements (liabilities) on the statement of financial condi
tion, unless all the provisions of FASB Interpretation No. 39, Offsetting of
Amounts Related to Certain Contracts, are met. The following should be
disclosed in the financial statements or in the notes to the financial statements
with respect to repos:
a.
As of the end of the period:
— A description of the securities underlying the agreements.
— The cost of the agreements, including accrued interest.
— The market value of the securities underlying any agreement if
it is less than the cost of that agreement
— The maturity of the agreements.
— The dollar amount of agreements to resell the same securities.
— The- dollar amount of agreements to resell substantially identi
cal securities.
— Any material concentrations at the end of the period.*12 If any
material concentrations exist at the end of the period, disclosureshould be made of the credit union’s control of the securities
underlying the agreements.13 If concentrations at the end of the
[11] [Deleted.]
Material concentration refers to the dollar amount of assets at risk under agreements
outstanding at the report date with any one dealer. Assets at risk is defined as the amount of
funds advanced plus accrued interest if the securities underlying the agreements are not in the
possession of the credit union or its agent. If the securities underlying the agreements are in the
possession of the credit union or its agent, assets at risk is defined as the amount of funds
advanced plus accrued interest less the market value of the securities underlying the agreements
if less than cost. Materiality should be considered in relation to the credit union’s net worth as well
as to its operations.
13 Control refers to the ability of the credit union to exercise legal authority over the
securities that serve as the collateral for the agreement in the event of default by the
counterparty. The credit union’s loss exposure if it lacks control over the collateral in a repurchase
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period vary from those during the period, consideration should
be given to disclosing this information.
For the period:
— The maximum amount of outstanding agreements at any
month-end during the period.
— The average amount of outstanding agreements for the period.
— A statement of whether the securities underlying the agree
ments were under the credit union’s control.

4.47 Hedging Instruments. As discussed previously, the only hedging
instrument available to federal credit unions is purchased put options on loans
held for sale in the secondary market. AICPA Issues Paper 86-2, Accounting
for Options, contains several advisory conclusions of the AICPA’s Accounting
Standards Executive Committee (AcSEC). AcSEC sent the issues paper to the
FASB to be considered as part of the financial instruments project. The
conclusions expressed in the issues paper are advisory and not authoritative.
4.48 Options may be used by credit unions to hedge exposures to market
and interest rate risks. Because they prescribe methods of accounting for
forward contracts and futures contracts used as hedges, FASB Statement No.
52, Foreign Currency Translation, and FASB Statement No. 80, Accounting
for Futures Contracts, influenced the development of the issues and AcSEC’s
advisory conclusions in the issues paper. The FASB has noted that certain of
AcSEC’s advisory conclusions conflict, or are inconsistent, with existing au
thoritative accounting pronouncements, and that the existing authoritative
accounting pronouncements should be followed.
4.49 Certain investments may be included as cash equivalents in
financial statements of a credit union. Cash flows relating to investments
usually classified along with investing activities or operating activities in
statement of cash flows. See chapter 14 for a further discussion of
presentation of investment information in the statement of cash flows.

the
are
the
the

Audit Objectives and Procedures
Audit Objectives

4.50 The objectives of auditing investments are to obtain reasonable
assurance that—
•
Investments exist and are either on hand or held in safekeeping or
custody for the credit union.
•
All investments owned by the credit union and all investment
transactions during the period are included in the investment ac
counts.
•
The classification of securities is made and documented at the date
of acquisition (or date of transfer, if applicable).
(Footnote Continued)
transaction is different from its loss exposure if it lacks control over the collateral in a reverse
repurchase transaction.
Control of the assets underlying a repurchase transaction exists if (a ) the credit union holds
the securities that serve as collateral for the agreement and (b) the credit union, upon default by
the counterparty, has the ability to obtain the collateral benefit from those securities. Control may
also exist if the credit union, instead of holding the securities, has the collateral held in the name,
or for the benefit, of the credit union by an independent third party and if condition b is met.
Lack of control exposes the credit union to risk of loss of the amount invested.
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The credit union has legal title or similar rights of ownership for all
investments at the statement-of-financial-condition date.
The values at which investments are reported in the financial
statements are appropriate in accordance with generally accepted
accounting principles.
Legal and regulatory provisions (such as restrictions on the types of
securities that may be owned and requirements to dispose certain
securities) have been considered in valuing securities.
Realized gains and losses on sales of held-to-maturity securities and
unrealized gains and losses on investments held-for-sale or trading
securities are properly measured, recorded, and disclosed in accor
dance with generally accepted accounting principles.
Interest income on investments and the related statement-of-finan
cial-condition accounts (accrued interest receivable, unearned dis
count, and unamortized purchase premiums or discounts) are
properly measured, recorded, and disclosed in accordance with gen
erally accepted accounting principles.
Investments are properly reported in the financial statements, and
the related note disclosures are adequate.

Planning Considerations
4.51 Audit Strategy. The nature, timing, and extent of substantive tests
that the auditor applies to achieve the audit objectives, as well as tests of
controls, are based on the auditor’s assessment of the inherent risk characteris
tics associated with the investing activities the credit union engages in and the
types of investments the credit union holds. The auditor’s assessment of those
risks, which may have both auditing and accounting implications, is especially
important when the credit union’s investment portfolio includes complex or
highly sophisticated financial instruments such as mortgage-backed securities,
mortgage derivatives, or repurchase and reverse-repurchase agreements. Busi
ness risk, credit risk, market risk, and collateral risk are present to some
degree in virtually all investments.
•
Business risk represents the possibility that an investor does not
properly understand the terms and economic substance of an invest
ment vehicle. Such misunderstandings can result in incorrect pricing
of securities, improper accounting for the investment or income
derived from it, or unrealistic expectations about the marketability
or liquidity of an investment.
•
Market risk refers to the possibility that an investor may be unable
to hold an investment made with borrowed funds because of declines
in market price. Losses may result if the investor is forced to
liquidate an investment sooner than intended.
•
Credit risk refers to the possibility of default, either by an issuer of
securities or by a financial institution that holds securities as a
custodian or that has an obligation to deliver securities sometime in
the future.
•
Collateral risk represents the possibility that the custodian of securi
ties in which the investor has not perfected an interest may not be
able to deliver the securities.
4.52 Investments are often audited using a primarily substantive ap
proach. Confirmation of investments held by outside parties or inspection of
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investment documents held by a credit union are efficient and effective
procedures that contribute to the achievement of several audit objectives. In
developing an audit strategy for the investments of a credit union, the auditor
should consider reading interim financial statements, investment policies, and
other financial information related to investments. The auditor should also
consider management’s policies and procedures for classifying investments as
trading assets, investment assets, or held-for-sale assets. The auditor should
discuss with management these items and other current business developments
affecting investments owned by the credit union. The auditor should also
review the current regulations that address the selection of securities dealers
and unsuitable investment practices.

4.53 The auditor should determine whether the credit union has invest
ments in mortgage derivatives and should obtain information (for example,
offering documents or prospectuses) that describe the securities and their risk
characteristics. The auditor should consider the risk characteristics of mort
gage derivatives owned by the credit union. These generally include prepay
ment risk, interest rate risk, and sometimes credit risk. Identification of
mortgage derivatives and their related risks enables the auditor to design an
appropriate audit program. Inquiry of specialists (such as investment bankers
knowledgeable about mortgage-related derivatives) should be considered by
the auditor if a credit union is actively engaged in holding or trading such
products. In addition, the auditor should consider the volume and mix of
activity and open positions in a credit union’s portfolio of financial instru
ments. This assists in making risk assessments, designing an audit program,
and performing other tests.
Internal Control Structure

4.54 SAS No. 55 states that the auditor should obtain a sufficient
understanding of each of the elements of the internal control structure to plan
the audit by performing procedures to understand the design of policies and
procedures relevant to audit planning and whether they have been placed in
operation. Examples of typical internal control structure policies and proce
dures relating to investments include the following:
•
Written policy statements detailing investment guidelines, objec
tives, and limitations are adopted and monitored by the board of
directors and designated levels of management and conform to
NCUA or state regulatory guidelines, or both, regarding investment
portfolio policy and accounting guidelines.
•
The board of directors—generally through the investment commit
tee—oversees management’s investment activities in accordance
with federal and state regulations.
•
Potential investment transactions and policy changes are reviewed
and approved by an investment committee and the board of direc
tors and recorded in the minutes.
•
Accounting entries supporting security transactions are periodically
reviewed by supervisory personnel to ensure that the classification
of investments is in accordance with the credit union’s investment
policy.
•
Securities and other evidence of ownership are registered in the
name of the credit union.
•
Recorded amounts of investments are periodically compared with
safekeeping ledgers, custodial confirmations, and current market
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values on a timely basis; differences are investigated and resolved;
completed reconciliations are reviewed and approved by appropri
ate supervisory personnel on a timely basis.
Authorized lists of signatures and brokers exist, are adhered to, and
are reviewed and updated periodically.
There is a segregation of duties among those who (a ) approve
securities transactions, (b ) have access to securities, and (c ) post to
or reconcile investment securities records.
Management periodically compares buy and sell orders to brokers
with brokers’ advice.
Investments for which there is no active market are monitored for
valuation at cost and are written down to fair value when required.
Unrealized gains and losses are substantiated by reconciliation of
fair values with carrying amounts.
Adjustments to investment accounts are reviewed and approved by
an authorized official.
Interest and dividend income is reviewed for accuracy by reference
to supporting documentation.
Held-for-sale securities are monitored for valuation at the fair value.
Periodically during the period, MBS valuations are obtained from
outside brokers.
Valuations for reporting purposes are reviewed for conformity with
published values.
Mortgage derivatives are monitored on an ongoing basis, and factors
affecting income recognition and the carrying amount of the invest
ment are analyzed periodically to determine whether adjustments
are necessary.
The internal control structure related to off-balance-sheet financial
instruments is designed to meet the objectives described previously
and to determine that the credit union has complied with relevant
laws and regulations.
For hedging instruments, the internal control policies and proce
dures address (a ) transaction limits, (b) accreditation of brokers,
(c) segregation of duties, and (d) reconciliations.

Some of the control procedures for investments may be performed directly by
management. While management’s close attention to investment transactions
can be an effective factor in the control structure, the auditor should be alert
to potential abuses and overrides of policies and procedures when such circum
stances exist.

Tests of Controls
4.55 After obtaining the requisite understanding of internal control
structure policies and procedures relating to investments, the auditor assesses
control risk for the financial statement assertions that pertain to investments.
Based on that understanding, the auditor may conclude that the policies and
procedures that have been placed in operation are unlikely to be effective or
that evaluating their effectiveness is unlikely to be efficient and, for that
reason, assess control risk at the maximum level. In other circumstances, the
auditor may decide that evidential matter to support a reduction in the level
of control risk is likely to exist and that performing tests of controls to obtain
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such evidence will result in a more efficient audit approach. Examples of
specific procedures that the auditor should consider performing to test the
operating effectiveness of internal control structure policies and procedures
relating to investments include—
•
Obtaining and reviewing the credit union’s investment policy to
ensure that approved investment activities are in compliance with
federal and state regulations.
•
Reviewing minutes of board-of-directors meetings for evidence of
periodic review of investment activity to determine conformity with
the credit union’s investment policy.
•
Comparing selected securities transactions with the credit union’s
investment policy to determine that the credit union is following its
investment policy. The auditor should be alert and review the
transactions in the held-to-maturity account for any sales other than
those identified in paragraph 8 of FASB Statement No. 115 that
could indicate other than a portfolio held to maturity. The auditor
should also be aware that changing market conditions may necessi
tate deviations from the credit union’s investment policy and strate
gies. In such cases, the auditor should determine whether
management has formally documented and submitted to the board
of directors reasons for any significant deviations.
•
Reviewing selected securities transactions to determine whether
proper approvals are obtained for the transactions and whether only
brokers from the credit union’s authorized list of brokers are used.
•
Reviewing selected securities to determine that the credit union has
perfected title to the investment assets (that is, all documents are in
the credit union’s name).
•
Performing a test of the credit union’s reconciliation process. The
auditor should test whether reconciling differences are appropriately
investigated and resolved and whether the reconciliations are re
viewed and approved by appropriate supervisory personnel.
•
Observing or otherwise obtaining evidence that adequate segrega
tion of duties exists among those who approve, have access to,
record, and reconcile investments.

Substantive Tests

4.56 Physical Inspection or Confirmation. The auditor should physically
inspect and count securities held on a credit union’s premises at the statementof-financial-condition date, noting that the securities are registered in the
credit union’s name. Confirmation should be obtained of any securities pledged
by or held for the credit union by custodians.

4.57 Valuation. In determining whether securities are properly valued as
of the financial statement date, the auditor should evaluate management’s
classifications of investment securities as held-for-trading-purposes, availablefor-sale, or held-to-maturity assets based on the credit union’s investment
policy and objectives and review of activity during the year. Evaluating the
propriety of management’s classification of securities as being held-to-matur
ity involves a consideration of subjective matters such as management’s intent
and ability to hold those securities to maturity. In evaluating the propriety of
management’s classification of investments, the auditor should also consider
compliance with regulatory investment directives.
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4.58 The auditor should perform tests of carrying value based on the
appropriate classification for these securities. For securities classified as assets
held-to-maturity, amortized cost should be tested by recomputation. Fair
values of assets held for trading purposes and available-for-sale should be
tested by reference to market quotations.

4.59 For individual held-to-maturity or available-for-sale securities that
have a fair value below the amortized cost basis, the auditor should consider
whether the decline in value is other than temporary by considering the
conditions that gave rise to the decline in value in accordance with the
auditing interpretation of SAS No. 1, section 332, Long-Term Investments
(AICPA Professional Standards, vol 1, AU section 9332) for guidance.

4.60 Analytical Procedures. Analytical procedures that should be consid
ered by the auditor include—
•
Comparing current-year investment income with expected and
prior-year income.
•
Reviewing changes in the mix between different investment types in
the portfolio.
•
Assessing the reasonableness of accrued interest receivable on in
vestments.
•
Assessing the reasonableness of average yields throughout the period
computed.
•
Comparing current-year activity in the trading and available-forsale accounts with expectations and the credit union’s investment
policy.
•
For transactions accounted for as hedges, assessing the degree of
correlation between financial instruments and the items they are
hedging to determine whether the correlation requirement for hedge
accounting has been met.
SAS No. 56 provides that in using analytical procedures as substantive tests,
the auditor should consider the amount of difference from expectations that
can be accepted without further investigation. Additional guidance on the use
of analytical procedures is provided by SAS No. 56.

4.61 Other Procedures. Other audit procedures related to investments
that the auditor should consider performing include—
•
Comparing investment totals in the credit union's reconciliations
with the investment subsidiary ledger and the general ledger control
accounts. Significant discrepancies and any large or unusual recon
ciling items should be investigated.
•
Reading the minutes of meetings of the investment committee and
board of directors and testing whether transactions have been prop
erly authorized.
•
Considering evidence of impairment to the carrying amount of
investments and inquiring of management and brokers regarding
the reflection of such impairments in the fair values.
•
Determining that only approved brokers are used
•
Reviewing for propriety changes in the unrealized gains and losses
on available-for-sale securities during the period.
•
Testing gains and losses on sales of securities.
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Obtaining from management appropriate representations regarding
its intent with respect to the trading, held-to-maturity, and availa
ble-for-sale portfolios.

Regulatory Matters
4.62 As noted in paragraph 4.03, federal and state regulations, place
certain restrictions on the types of financial instruments in which a credit
union may invest. In December 1991, the NCUA amended part 703 of its
Rules and Regulations, “Investment and Deposit Activities,” to strengthen
the investment rules and prohibit or restrict access to certain high-risk
investments. Investment products or activities that are prohibited include sale
or purchase of standby commitments or futures contracts, engaging in ad
justed trading or short sales, investing in corporate credit unions that fail to
meet certain regulatory criteria, purchase of stripped mortgage-backed securi
ties (SMBS), collateralized mortgage obligations (CMO) or real estate mort
gage investment conduits (REMICs) unless made solely to reduce interest-rate
risk, and zero coupon securities with a maturity date that is more than ten
years from the settlement date. There are general exceptions to the applicabil
ity of these rules. NCUA examiners will seek the early disposal of such
investments when, in their opinion, they constitute a significant threat to the
continued sound operation of a federal credit union. Such forced dispositions
could negatively affect the credit union’s liquidity and earnings positions.
4.63 In April 1992, the NCUA adopted, with certain modifications, the
Federal Financial Institutions Examination Council’s “Supervisory Policy
Statement on Securities Activities,” February 1992. As a result, the NCUA
issued Interpretive Ruling and Policy Statement No. 92-1 “Supervisory Policy
Statement on Securities Activities” (the Policy Statement). The Policy State
ment, the terminology of which predates FASB Statement No. 115, Account
ing for Certain Investments in Debt and Equity Securities, defines securities
trading or sales practices that are unsuitable when conducted in the invest
ment portfolio (the held-to-maturity portfolio), and accordingly may affect
how a credit union classifies certain investments in securities. The Policy
Statement also addresses the selection of securities dealers, requires credit
unions to establish prudent policies and strategies for securities transactions,
indicates characteristics of loans held for sale (available-for-sale) or trading,
and establishes a framework for identifying when certain mortgage derivative
products are high risk mortgage securities which must be held in the trading or
held-for-sale (available-for-sale) account. The Policy Statement amends Inter
pretive Ruling and Policy Statement No. 88-1, “Policy on Selection of Securi
ties Dealers and Unsuitable Investment Practices.” Federal credit unions
must comply with the Rules and Regulations governing mortgage-derivative
products and zero-coupon bonds in part 703 of the NCUA’s Rules and
Regulations, rather than those set forth in the Policy Statement.
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Chapter 5

Loans
Introduction
5.0 1 Loans usually generate the largest portion of a credit union’s revenue
and represent the most significant component of its assets. Federal and state
regulations generally restrict loans to credit union members only. In addition
to interest income, loans generate other types of income such as origination
fees, loan-servicing fees, late fees, and credit card fees. Because lending
activities are affected by the availability of funds, credit demand, the eco
nomic environment, the field of membership, and competition, loan portfolios
differ considerably among credit unions. Lending activities and the risks
inherent therein are a critical aspect of a credit union’s financial stability.

5.0 2 One of the principal risks inherent in lending is the possibility that a
borrower will not be able to fulfill the terms of the obligation. This risk is
referred to as credit risk. Credit risk may be affected by external factors such
as the level of interest rates, the rate of economic growth, trends in local
markets, and the financial stability of the sponsor group. Internal factors such
as underwriting practices, familiarity and experience with loan products, the
relative mix of and concentrations in the loan portfolio, and the strength of the
internal control structure also have a significant effect on a credit union’s
credit risk. The auditor’s consideration and evaluation of credit risk is dis
cussed in chapter 6.

5.0 3 A credit union’s credit strategy includes its defined goals and
objectives for lending as well as its policies and procedures to achieve those
goals and objectives. One of the primary goals of a credit strategy is to achieve
profitable returns while appropriately managing and controlling the risk
within the loan portfolio. Thus, a credit union may engage in a wide variety of
lending activities, or it may restrict its activities to those in which it believes
it has developed particular expertise or to the particular needs of its member
ship. The composition of a loan portfolio, therefore, is affected by the nature of
a credit union and its credit strategy.
5.0 4 Many credit unions purchase ownership interests or financial partici
pation interests in loans that have been originated by other financial institu
tions. This is a way of sharing credit risk. The seller generally continues to
service the loans for a fee and remits payments to the credit union. Loan
servicing and related matters are discussed from the seller’s perspective in
chapter 7.

Types of Loans
5.0 5 Loans can be classified in a number of ways. The most common
classification of loans is by purpose of the loan. Loans can also be classified by
form (that is, the type of collateral or terms of repayment). Classifications by
form commonly found in the credit union environment include the following:
Installment (paragraph 5.07)
Demand (paragraph 5.12)
Time (paragraph 5.13)
Term (paragraph 5.14)
5.0 6 Consumer Loans. Consumer loans represent the largest portion of the
loan portfolio of most credit unions. Consumer loans are loans to individuals
for household, family, or other personal expenditures. Most commonly, such
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loans are made to finance consumer goods, such as automobiles, boats, mobile
homes, household goods, and vacations. Other types of consumer loans include
student loans, home-improvement loans, loans collateralized by savings ac
counts, credit cards, overdraft protection, and other lines of credit Consumer
loans may be secured or unsecured. Most consumer loans are made in the form
of installment loans.

5.0 7 Installment Loans. Installment loans are almost always made on a
simple interest basis. The loan is payable in installments, usually equal
monthly amounts. Many consumer loans are repaid through a payroll deduc
tion process whereby payments are automatically made on the loan when the
borrower is paid. The promissory note may require monthly payments, but
through payroll deduction, payments may actually be made more frequently.
5.0 8 Real Estate Loans. Real estate loans are generally secured by first or
second mortgages and may extend for periods of up to forty years. In granting
real estate loans, credit unions may use underwriting guidelines (such as those
of FNMA, GNMA, the Department of Veterans Affairs [DVA], and FHLMC)
that allow credit unions to participate in secondary markets. Repayment
terms of real estate loans customarily require monthly payments of principal
and interest, with interest determined on either a fixed- or a variable-rate
basis. The monthly payment often includes an amount to be held in escrow for
the payment of real estate taxes and insurance.

5.0 9 Real estate mortgage loans are generally limited to a percentage of
the appraised value of the mortgaged property at the time the loan is granted.
In periods of increasing property values, an expansion of lending activity may
occur in the form of subordinate mortgages (second liens or second trust
deeds).

5.10 Credit unions also grant loans to finance construction. Construction
loans generally are granted only after the borrower has arranged for long-term
financing upon completion of the construction (a takeout commitment). Al
though usually secured by real estate, construction loans generally entail more
risk than real estate loans on improved property.

5.11 Business Loans. Business loans are often made to provide working
capital, to finance the purchase of inventory or equipment, and for other
general business purposes. Business loans may be written on a demand, time,
term, or installment basis. Federally insured credit unions are restricted by
NCUA Regulation 701.21(h) in the amount and types of business loans they
can make.
5.12 Demand Loans. Demand loans have no fixed maturity date, are
payable on demand of the lender, and generally have floating interest rates.
5.13 Time Loans. Time loans are made for a specific period of time, for
example, 30, 60, 90, or 180 days. Interest is payable periodically and principal
is usually due at maturity. Such loans are often renewed at maturity in what
is known as a “rollover.” Interest rates are fixed for the initial period and are
subsequently repriced at each rollover. A line of credit is a variation of a time
loan in which the lender provides the borrower with a maximum borrowing
limit for a specified period (usually one year) at a stated interest rate.

5.14 Term Loans. Term loans are made for a specified term in excess of
one year and are either at a fixed rate or at a fixed margin over a floating rate
of interest that is adjusted periodically. Repayment schedules are structured
in various ways and are typically negotiated by the borrower and lender.
5.15 Loans Held for Sale. Credit unions sometimes originate real estate
loans with the intent to sell them in secondary markets. Some credit unions
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manage interest-rate risk by selling fixed-rate real estate loans while retaining
variable-rate real estate loans and non-real-estate fixed- and variable-rate
loans.

Accounting Principles: Measurement and Disclosure
5.16 Loans held until maturity or payoff are generally recovered at their
principal balance. Therefore, they are accounted for at amortized cost (that is,
outstanding principal balance plus or minus any unamortized net deferred fees
or costs on originated loans, or unamortized premiums or discounts on pur
chased loans). Credit unions that have both the ability and the intent to hold
the loans for the foreseeable future or until maturity or payoff do not
customarily recognize declines in value resulting from interest-rate fluctua
tions. Nonetheless, an allowance for loan losses is still required as discussed in
chapter 6.

5.17 Separate general ledger control accounts are normally maintained by
type of loan. The control accounts are supported by subsidiary records contain
ing all pertinent information relating to a loan
Loan Participation, Sales, Purchases, and Servicing
5.18 Federal credit unions, as well as many state-chartered credit unions,
may purchase, sell, or pledge to any source the eligible loans in their loan
portfolios. They may also purchase eligible loans of liquidating credit unions'
members, originate or take part in the granting of participation loans,
purchase members’ student loans from any source, purchase members’ real
estate loans from any source, and service members’ loans that have been sold
to third parties. Chapter 7 and the following literature address certain aspects
of loan sales:
•
FASB Statement No. 65, Accounting for Certain Mortgage Banking
Activities

•

FASB Statement No. 77, Reporting by Transferors for Transfers of

•

FASB Statement No. 91, Accounting for Nonrefundable Fees and

Receivables with Recourse

•
•
•
•
•
•

•

Costs Associated with Originating or Acquiring Loans and Initial
Direct Costs of Leases
FASB Technical Bulletin No. 85-2, Accounting for Collateralized
Mortgage Obligations (CMOs)
FASB Technical Bulletin No. 87-3, Accounting for Mortgage Servic
ing Fees and Rights
FASB EITF Issue No. 84-21, Sale of a Loan with a Partial Partici
pation Retained
FASB EITF Issue No. 84-30, Sales of Loans to Special-Purpose
Entities
FASB EITF Issue No. 86-24, Third-Party Establishment of Collat
eralized Mortgage Obligations
FASB EITF Issue No. 87-30, Sale of a Short-Term Loan Made under
a Long-Term Credit Commitment
FASB EITF Issue No. 88-11, Allocation of Recorded Investment
When a Loan or Part of a Loan Is Sold

5.19 In general, gains or losses on sales of loans are measured by calculat
ing the difference between the selling price and the carrying amount of the
loans sold. Gains or losses should be recognized at the time the loans are sold.
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If, at the end of a reporting period, it is apparent that a credit union intends
to sell certain loans, such loans should be reclassified and disclosed as loans
held for sale and reported at the lower of cost or market value. See paragraphs
7.08 through 7.13 for further discussion of accounting for sales of loans. If a
transfer of loans with recourse qualifies to be recognized as a sale, all probable
adjustments in connection with recourse obligations to the transferor should be
accrued in accordance with FASB Statement No. 5, Accounting for Contingen
cies. The measurement of the recourse obligation was addressed by the FASB’s
EITF in EITF Issue No. 92-2, Measuring Loss Accruals by Transferors for
Transfers of Receivables with Recourse. If a transfer does not qualify to be
recognized as a sale, the cash received in the transaction should be accounted
for as a secured borrowing.
5.20 Because of the variety of arrangements under which loan participa
tions are purchased, it is important to consider the terms of the purchase, the
effective yield to the purchaser, and the arrangements for servicing in addition
to the stated purchase price. A premium or a discount may result when a
participation is purchased at a price equal to the carrying amount of the loans
included in the participation sale and the seller agrees to pay the purchaser a
rate of interest greater or less than the loan’s stated rate of interest. In such
cases, the premium or discount equals the discounted amount of the difference
between the future interest to be collected by the seller and the interest to be
paid to the purchaser after considering future servicing revenues and costs.
Such premiums and discounts should be accounted for in accordance with
FASB Statement No. 91.

5.21 Sales With Recourse. Credit unions sometimes enter into loan sale
agreements that provide recourse to the seller under certain conditions. For
example, a seller may be required to make full or partial payment to the
purchaser if the debtor fails to pay when payment is due. Similarly, a seller
may be required to make payments to the purchaser as the result of loan
prepayments or because of adjustments resulting from defects (such as failure
to perfect a security interest in collateral) of the transferred loans. In some
cases (for example, student loans), underwriting exceptions identified subse
quent to the sale of loans may subject the originating credit union to addi
tional recourse risk if the borrower defaults on the loan. If a transfer of loans
with recourse qualifies to be recognized as a sale, all probable adjustments in
connection with recourse obligations to the transferor should be accrued in
accordance with FASB Statement No. 5. The measurement of the recourse
obligation was addressed by the FASB’s EITF in EITF Issue No. 92-2. If a
transfer does not qualify to be recognized as a sale, the cash received in the
transaction should be accounted for as a secured borrowing.
5.22 FASB Statement No. 77 provides authoritative standards on ac
counting for sales of loans with recourse provisions. In general, FASB State
ment No. 77 provides that a transfer of loans with recourse should be
recognized as a sale only if all of the following conditions are met:
•

The transferor surrenders control of the future economic benefits
embodied in the loans.

•

The transferor’s obligation under the recourse provisions can be
reasonably estimated.

•

The transferee cannot require the transferor to repurchase the loans
except pursuant to the recourse provisions.
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Troubled-Debt Restructurings
5.23 FASB Statement No. 15, Accounting by Debtors and Creditors for
Troubled Debt Restructurings, [14] as amended by FASB Statement No. 114,
Accounting by Creditors for Impairment of a Loan, establishes the accounting
for troubled-debt restructurings. For creditors, troubled-debt restructurings
include certain modifications of terms of loans and receipt of assets from
debtors in partial satisfaction of loans.
5.24 Modifications of Terms. Agreements that modify the terms of an
existing debt may affect only the timing of future cash receipts or payments
specified by the agreement—the timing of periodic interest, the maturity
date, or both; only the amounts of cash to be received or paid—the amounts of
interest, face amount, or both; or both timing and amounts of cash to be
received or paid.
5.25 Modifications of terms of debt include one or a combination of the
following:
1.
Reduction (absolute or contingent) of the stated interest rate for the
remaining original life of the debt.
2.
Extension of the maturity date at a stated interest rate lower than
the current market rate for new debt with similar risk.
3.
Reduction (absolute or contingent) of the face amount or maturity
amount of the debt.
4.
Reduction (absolute or contingent) of accrued interest.
A creditor in a troubled-debt restructuring involving only a modification of
terms—that is, not involving receipt of assets (including an equity interest in
the debtor)—should account for the troubled-debt restructuring in accordance
with the provisions of FASB Statement No. 114.
5.26 If a loan was restructured in a troubled-debt restructuring involving
a modification of terms before December 15, 1994, and is not impaired based
on the terms specified by the restructuring agreement, the credit union may
continue to account for the loan in accordance with the provisions of FASB
Statement No. 15 prior to its amendment by FASB Statement No. 114.
5.27 Receipt of Assets. FASB Statement No. 15 requires that assets
acquired in full satisfaction of a receivable be accounted for at their fair value
at the time of the restructuring. Any excess of the recorded investment in the
loan receivable satisfied over the fair value of such assets received should be
recognized as a loan loss in the current period to the extent that it is not offset
against previously established allowances for uncollectible amounts or other
valuation accounts. The fair value of the assets acquired becomes their cost
basis for accounting purposes at the date of the restructuring. After foreclo
sure, assets should be accounted for in accordance with SOP 92-3, Accounting
for Foreclosed Assets, which is discussed further in chapter 10.
In-Substance Foreclosures
5.28 Paragraph 34 of FASB Statement No. 15 requires that the account
ing in that Statement for receipts of assets be applied when a troubled debt
restructuring is in-substance a repossession or foreclosure by the creditor, that
is, the creditor receives physical possession of the debtor’s assets regardless of
whether formal foreclosure proceedings take place. AICPA Practice Bulletin
No. 7, Criteria for Determining Whether Collateral for a Loan Has Been In
Substance Foreclosed, as amended by Practice Bulletin No. 10, Amendment to
[14] [Deleted.]
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Practice Bulletin 7, Criteria for Determining Whether Collateral for a Loan
Has Been In-Substance Foreclosed, provides criteria for determining whether a
loan should be accounted for as in-substance foreclosed. Practice Bulletins 7
and 10 are superseded as of the effective date of implementation of FASB
Statement No. 114.
5.29 Criteria. A creditor should consider collateral for a loan in-substance
foreclosed if all the following criteria are met:
a.
The debtor has little or no equity in the collateral, considering the
current fair value 15 of the collateral.
b.
Proceeds for repayment of the loan can be expected to come only
from the operation or sale of the collateral.
c.
The debtor has either (1) formally or effectively abandoned control
of the collateral to the creditor, or (2) retained control of the
collateral but because of the current financial condition of the
debtor, the economic prospects for the debtor or the collateral, or
both, it is doubtful in the foreseeable future that the debtor will be
able to rebuild equity in the collateral or otherwise repay the loan in
the foreseeable future.

5.30 Financial Reporting. If all the criteria in paragraph 5.29 are met,
the collateral for the loan has been in-substancc foreclosed and the reporting
should reflect that determination in conformity with paragraph 34 of FASB
Statement No. 15: That is, such loans should be reported in the same way as a
creditor would report the receipt of collateral in satisfaction of a loan receiva
ble. Such a loan should be reclassified to the category or categories of the
collateral, and the recorded investment in the loan should be reduced to the
fair value of the collateral, which establishes a new cost basis in the same
manner as a legal foreclosure. The excess of the recorded investment in the
loan receivable over the fair value of the collateral should be recognized as a
loan loss in the current period to the extent that it is not offset against
previously established allowances for uncollectible amounts or other valuation
accounts. Accounting for in-substance foreclosed assets after foreclosure is
described in paragraphs 10.10 through 10.13.

5.31 If the conditions that led to the conclusion that collateral for a loan
has been in-substance foreclosed change, and the criteria for in-substance
foreclosure in paragraph 5.29 are clearly no longer met, the subsequent
reporting should be as follows: The collateral should be reclassified to a loan
receivable and the probable estimated future cash receipts in excess of the
carrying amount of the asset should be amortized as interest revenue over the
remaining life of the loan, even if the effect is to recognize an unusually high
effective interest rate.
Fair value is defined in paragraph 13 of FASB Statement No. 15 as "the amount that the
[creditor] could reasonably expect to receive for them in a current sale between a willing buyer
and a willing seller, that is, other than in a forced or liquidation sale. Fair value of assets shall be
measured by their market value if an active market for them exists. If no active market exists for
the assets transferred but exists for similar assets, the selling prices in that market may be helpful
in estimating the fair value of the assets transferred. If no market price is available, a forecast of
expected cash flows may aid in estimating the fair value of assets transferred, provided the
expected cash flows are discounted at a rate commensurate with the risk involved.” Some factors
that may be relevant in estimating the fair value of various kinds of assets are described in
paragraphs 88 and 89 of APB Opinion No. 16, Business Combinations, paragraphs 12-14 of APB
Opinion No. 21, Interest on Receivables and Payables, and paragraph 25 of APB Opinion No. 29,
Accounting for Nonmonetary Transactions. The AICPA Guide for the Use of Real Estate
Appraisal Information provides guidance on evaluating appraisals of real estate used to determine
fair value.
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5.32 Practice Bulletin No. 7 notes that AcSEC expects that the applica
bility of paragraph 5.29 would be rare. A formal modification of terms of the
underlying loan would not, by itself, result in reversal of the in-substance
foreclosure. Market conditions would have to improve substantially, or the
debtor would have to rebuild equity in the collateral by a substantial invest
ment not financed by the lender.

5.33 Meeting the Criteria. In evaluating whether the first two criteria are
met, a creditor should consider the guidance on accounting for real estate
acquisition, development, or construction (ADC) arrangements in the AICPA
February 10, 1986, Notice to Practitioners, ADC Arrangements, which is
reprinted as exhibit I of Practice Bulletin No. 1, Purpose and Scope of AcSEC
Practice Bulletins and Procedures for Their Issuance. That Notice provides
guidance for determining whether ADC arrangements should be reported as
loans, investments in real estate, or investments in joint ventures. This
determination is analogous to determining whether collateral for a loan has
been in-substance foreclosed. If the characteristics listed in paragraph 8 of
that Notice exist, the first two criteria in paragraph 5.29 likely will be met.
5.34 The second criterion in paragraph 5.29 may always be met for
certain loans. For example, creditors underwrite certain nonrecourse loans
with the expectation that the loans will be serviced solely from cash flows from
the operation, and sometimes sale, of the collateral. Nevertheless, if the loans
meet both the first and third criteria in paragraph 5.29, the collateral should
be considered to have been in-substance foreclosed.

5.35 In evaluating part 2 of the third criterion, a creditor should, if
possible, consider the tax aspects of certain transactions when evaluating a
debtor’s commitment to the collateral. For example, a debtor appearing to
have little equity in the collateral may have incentive to avoid foreclosure if
an ownership change would produce a substantial negative tax effect for the
debtor However, a creditor must have evidence that it is probable that,
because of the negative tax effect, the debtor will repay the loan in the
foreseeable future.

5.36 If a creditor determines that estimated cash receipts from the
operation or sale of the collateral would be insufficient to service the remain
ing balance of the loan, the creditor may analyze secondary sources, such as
guarantees. However, amounts that would be collected from such secondary
sources are difficult to estimate, because the substance of the guarantee and
the ability of the guarantor to perform can be difficult to evaluate.16
Allowance for Loan Losses
5.37 Management is responsible for maintaining an adequate allowance
for loan losses applicable to all categories of loans. The accounting and
auditing considerations related to the allowance for loan losses are discussed in
chapter 6.

Interest Income

5.38 Interest income should be accrued using the interest method as it is
earned. For impaired loans that are within the scope of FASB Statement No.
114, interest income should be recognized in accordance with the provisions of
that Statement. For construction loans, in which interest is often paid from
loan proceeds during the construction period, the credit union should periodi
cally assess the value of the underlying collateral to ensure that the amount of
16 Paragraphs 10 through 14 of the AICPA Notice to Practitioners, ADC Arrangements,
reprinted in Practice Bulletin No. 1, provide guidance on evaluating guarantees.
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interest capitalized does not exceed the amount that can be realized from the
sale of the project.

5.39 NCUA guidelines state that loans delinquent for three months or
more should be placed on nonaccrual status and that accrual of interest on
loans should be reversed when the loan is determined to be a loss or when it
becomes twelve months delinquent, whichever occurs first. State regulators
may also have specific requirements for the discontinuance and reversal of
accrued income. Such guidelines and requirements may result in conflicts with
GAAP.
Loan Fees and Costs

5.40 In addition to interest income on loans, the lending process results in
other sources of income and expense such as loan-origination, commitment,
and credit card fees and costs. FASB Statement No. 9117 establishes account
ing principles for nonrefundable fees and costs associated with lending, com
mitting to lend, or purchasing a loan or group of loans. FASB Statement No.
91 specifies that—
•
Loan origination fees should be recognized over the life of the
related loan as an adjustment of yield.
•
Certain direct loan-origination costs should be recognized over the
life of the related loan as a reduction of the loan’s yield.
•
All loan-commitment fees should be deferred except for certain
retrospectively determined fees; commitment fees meeting specified
criteria should be recognized over the loan-commitment period; all
other commitment fees should be recognized as an adjustment of
yield over the related loan’s life or, if the commitment expires
unexercised, recognized in income upon expiration of the commit
ment.
•
Loan fees, certain direct loan-origination costs, and purchase premi
ums and discounts on loans should be recognized as an adjustment of
yield generally by the interest method, based on the contractual
terms of the loan. However, prepayments may be anticipated in
certain specified circumstances.

5.41 As defined by FASB Statement No. 91, direct loan-origination costs
include incremental direct costs incurred in transactions with third parties
and certain costs directly related to specified activities performed by the
lender. Deferred costs include only the direct costs of completed loans and
should be deferred irrespective of the existence of related loan fees. Direct
costs of unsuccessful loans and all indirect costs should be charged to expense
as incurred. In EITF Issue No. 92-5, Amortization Period for Net Deferred
Credit Card Origination Costs, the EITF reached a consensus that credit card
origination costs that qualify for deferral pursuant to paragraph 6 of FASB
Statement No. 91 should be netted against the related credit card fee, if any,
and the net amount should be amortized on a straight-line basis over the
privilege period. In situations where a significant fee (relative to the related
costs) is charged, the privilege period is the period that the fee entitles the
cardholder to use the card. If there is no significant fee, the privilege period
should be one year.
17 The staff of the FASB has also published a FASB Special Report, A Guide to Implementa
tion of Statement 91 on Accounting for Nonrefundable Fees and Costs Associated With Originat
ing or Acquiring Loans and Initial Direct Costs of Leases: Questions and Answers.
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5.42 Purchased Loans. FASB Statement No. 91 recognizes that credit
unions may originate loans or purchase them from another source. The initial
investment in a purchased loan or group of loans should include the amount
paid to the seller plus any fees paid or less any fees received. All other costs
related to the purchase of loans should be charged to expense as incurred.
Premiums and discounts on purchased loans should be recognized as an
adjustment of yield over the life of the loan. Paragraph 19 of FASB Statement
No. 91 sets forth conditions that, if present, allow credit unions to consider
estimates of future principal prepayments in calculating such yield adjust
ments. Practice Bulletin No. 6, Amortization of Discounts on Certain Acquired
Loans, provides guidance on the amortization of discounts on certain acquired
loans for which there is uncertainty as to the amounts or timing of future cash
flows.

5.43 Refinancings or Restructurings. FASB Statement No. 91 states that
the accounting for net fees or costs related to refinancings or restructurings
should be based on a determination as to whether the terms of the new loan
represent more than minor modifications and are at least as favorable to the
lender (based on effective yield) as the terms of comparable loans.
5.44 FASB Statement No. 91 states that the amortization of net fees or
costs, as well as purchase premiums and discounts on all interest-earning
assets, as yield adjustments, should be calculated using the interest method.
Prepayments should not be anticipated in the application of the interest
method unless the credit union holds a large number of similar loans for which
prepayments are probable and the timing and amounts of prepayments can be
reasonably estimated.[18] FASB Statement No. 91 also provides guidance on
the application of the interest method to variable-rate loans and indicates that
amortization of net deferred loan fees should be discontinued for nonperform
ing loans.
5.45 FASB Statement No. 91 also provides guidance on accounting for
fees and costs related to loans with no scheduled payment terms (demand
loans) and revolving lines of credit. The Statement stipulates that net deferred
fees and costs on demand loans should be recognized on a straight-line basis
over (a) a period consistent with the credit union’s understanding with the
borrower or (b), if no understanding exists, the credit union’s estimate of the
period over which the loan will remain outstanding. Fees and costs on revolv
ing lines of credit should be recognized in income on a straight-line basis over
the period the revolving line of credit is active, assuming that borrowings are
outstanding for the maximum term provided in the loan contract.

Financial Statement Presentation
5.46 Loans are normally presented as a separate line item in the state
ment of financial condition in an aggregate amount. The allowance for loan
losses and net unamortized deferred fees or costs may be presented either in a
note to the financial statements or separately on the face of the statement of
financial condition. Loans held for sale should be reported separately on the
face of the statement of financial condition at the lower of cost or market
value.

5.47 Note disclosures should include a classification of loans by major
types of lending (for example, [a] consumer installment loans, [b] real estate
loans, and [c] business loans). Other loan categories should also be presented if
they are necessary to reflect any unusual risk concentrations. In addition, the
amount of loans on a nonaccrual basis, including loans accruing at a reduced
[18] [Deleted.]
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rate and the income statement effect of nonaccrual loans, should be disclosed,
if material. The dollar amount of outstanding commitments (for example,
undisbursed lines of credit, unused credit card lines, and loans in process)
should also be disclosed.

5.48 FASB Statement No. 107 requires disclosure of the fair value of
financial instruments. Paragraphs 4.28 through 4.32 describe the required
disclosures.
5.49 FASB Statement No. 105 requires that credit unions disclose signifi
cant concentrations of credit risk arising from all financial instruments,
whether from an individual counterparty or groups of counterparties. Group
concentrations of credit risk exist if a number of counterparties are engaged in
similar activities and have similar economic characteristics that would cause
their ability to meet contractual obligations to be similarly affected by
changes in economic or other conditions. Credit unions, because of their unique
field of membership requirements, may experience significant concentrations
of credit risk. FASB Statement No. 105 prescribes the following disclosure for
each significant concentration of credit risk:
a.
Information about the activity, region, or economic characteristic
that identifies the concentration
b.
The amount of the accounting loss attributed to credit risk the
credit union would incur if parties to the financial instruments that
make up the concentration failed completely to perform according
to the terms of the contracts and the collateral or other security, if
any, for the amount due proved to be of no value to the credit union
c.
The credit union’s policy of requiring collateral or other security to
support financial instruments subject to credit risk, information
about the credit union’s access to that collateral or other security,
and the nature and a brief description of the collateral or other
security supporting those financial instruments

5.50 FASB Statement No. 105 also requires disclosure of information
about the extent, nature, and terms of financial instruments with off-balancesheet risk by class of financial instrument. Information that should be dis
closed includes—
a.
The face or contract amount (or notional principal amount if there
is no face or contract amount).
b.
The nature and terms, including, at a minimum, a discussion of (1)
the credit and market risk of those instruments, (2) the cash require
ments of those instruments, and (3) the related accounting policy
pursuant to the requirements of APB Opinion No. 22, Disclosure of
Accounting Policies.
c.
The amount of accounting loss due to the credit risk the credit union
would incur if any party to the financial instrument failed com
pletely to perform according to the terms of the contract and if the
collateral or other security, if any, for the amount due proved to be
of no value to the credit union.
d.
The credit union’s policy of requiring collateral or other security to
support financial instruments subject to credit risk, information
about the credit union’s access to that collateral or other security,
and the nature and a brief description of the collateral or other
security supporting those financial instruments.
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Items a and b of this paragraph should be disclosed for financial instruments
with off-balance-sheet market or credit risk, and items c and d should be
disclosed for financial instruments with off-balance-sheet credit risk. Examples
of financial instruments with off-balance-sheet risk are loans sold with recourse
(with or without a floating interest rate provision), fixed-rate and variable
rate loan commitments, financial guarantees, and letters of credit (see appen
dix B to FASB Statement No. 105).

5.51 Commitments to originate loans in the Ordinary course of business
and to purchase or sell loans generally have no immediate accounting effect on
the allowance for loan losses; however, they should be disclosed in the notes to
the financial statements in accordance with FASB Statement No. 105, as
discussed in paragraph 5.50 above. Consideration should also be given to
disclosing commitments to lend additional funds to debtors whose loans are
nonperforming. The total carrying value of loans pledged as collateral should
also be disclosed.

5.52 Credit unions may sometimes make loans to directors and officers.
Such loans are often made in the normal course of business and may be subject
to certain regulatory restrictions. If significant, the aggregate amount of such
loans should be disclosed. Disclosure should also be made if evidence indicates
that significant amounts of such loans were made at other-than-ordinary
terms. FASB Statement No. 57 provides additional guidance on related-party
transactions.

5.53 Credit unions should disclose the amount of commitments, if any, to
lend additional funds to debtors owing receivables whose terms have been
modified in troubled-debt restructurings.
5.54 For outstanding loans the terms of which have been modified in
troubled-debt restructurings before the effective date of FASB Statement No.
114 (December 14, 1994) that continue to be accounted for in accordance with
the provisions of FASB Statement No. 15 prior to its amendment by FASB
Statement No. 114,19 the following should be disclosed by major categories of
receivables:[20] (a) the aggregate recorded investment; (b) the gross interest
income that would have been recognized in the current period if those
receivables had been current in accordance with their original terms and, if
they had been outstanding throughout the period or since origination, if they
were held for part of the period; and (c) the amount of interest income on those
receivables that was included in the income for the current period.

5.55 The summary of significant accounting policies in the financial
statements of a credit union should include a description of—
•
The basis of accounting for loans held in the portfolio.
•
The method used to recognize loan losses.
•
The method for recognizing interest income on loans, including the
policy for discontinuing accrual of interest on nonperforming loans;
the treatment of loan fees and costs, including the method of
amortizing net deferred fees or costs; and the policy for discontinu
ing the amortization of deferred loan fees on nonperforming loans.
19 A receivable the terms of which have been modified need not be included in this disclosure
if, subsequent to the restructuring, its effective interest rate has been equal to or greater than the
rate that the creditor was willing to accept for a new receivable with comparable risk. These
disclosures are not required for real estate loans secured by one- to four-family residential
properties or loans to individuals for household, family, and other personal expenditures.
[20] [Deleted.]
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For credit card fees and costs, the accounting policy, the net amount
capitalized at the balance sheet date, and the amortization period(s).

Audit Objectives and Procedures
Audit Objectives
5 .56 The primary objectives of auditing loans are to obtain reasonable
assurance that—
•
Loans exist and are owned by the credit union as of the date of the
financial statements.
•
All loan transactions are recorded in the proper period.
•
Interest income and the related statement-of-financial-condition ac
counts (accrued interest receivable and unamortized net deferred
loan fees or costs) are measured and recorded in accordance with
generally accepted accounting principles.
•
Gains and losses on the sale of loans are measured and recorded in
accordance with generally accepted accounting principles.
•
Loans are valued, classified, described, and disclosed in the financial
statements in accordance with generally accepted accounting princi
ples.

Internal Control Structure
5.57 SAS No. 55 states that the auditor should obtain an understanding of
the control environment, the accounting system, and control procedures relat
ing to lending activities that is sufficient to plan the audit. The auditor’s
understanding of the internal control structure policies and procedures that
relate to the lending process should include the policies and procedures over
such transactions as granting credit, disbursing loan funds, applying loan
payments, amortizing discounts, and accruing interest income. The existence
of a well-defined lending policy as part of an effective internal control
structure is essential for maintaining the quality and safety of assets and for
ensuring the reliability of the financial records. Environment factors that
should be considered include—
•
A supervisory committee and board of directors that take an active
role in monitoring lending policies and practices.
•
The existence of a well-defined lending-approval system that in
cludes established credit limits, limits and controls over the types of
loans made, specified limits on maturities of loans, and policies on
interest rates charged.
•
A formalized reporting system that provides the credit union with
the information needed to manage the loan portfolio and make
business decisions.
•
The existence of internal audit and loan review functions to identify
existing and potential problem loans in a timely manner.
5.58 Typical internal control structure policies and procedures relating to
loans include the following:
•
Appropriate officers or committees approve all loans and credit lines
(including all new loans, renewals, and extensions) in conformity
with formal lending policies and authority limits.
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Approvals are based on credit investigations and evaluations per
formed prior to extending the credit.
An inventory of required loan documents, including evidence of
collateral and of the recording of liens, is monitored to ensure timely
receipt and comparison with the appropriate file.
Pertinent loan information entered into the data-processing system
(for example, loan type, loan amount, interest rate, maturity, amor
tization terms, and collateral) is independently tested to ensure
accuracy.
Subsidiary ledgers and trial balances are maintained and reconciled
to the general ledger on a timely basis; if any differences are found,
they are investigated and resolved; appropriate supervisory person
nel review and approve completed reconciliations on a timely basis.
Payments due for principal or interest are monitored for their
eventual receipt, aging of delinquencies, and follow-up with late
payers.
Duties are segregated among those who (a) approve loans, (b)
control notes and collateral, (c) receive payments, and (d) post or
reconcile subsidiary ledgers.
Outstanding loans and the related accrued interest receivable are
periodically reviewed for collectibility and adequacy of collateral,
based on detailed, timely credit investigations and evaluations.
Appropriate personnel periodically review collateral valuation.
Where appropriate, an institution should monitor the existence and
adequacy of insurance coverage to safeguard pledged collateral.
Procedures are periodically performed to ensure that interest income
is properly accrued and recorded.
Notes and collateral on hand are kept in secure, locked, fireproof
compartments. Negotiable collateral is kept under dual-access con
trol.
Construction loan advances are documented, and periodic on-site
inspections of the properties are performed.

Tests of Controls
5.59 Specific procedures the auditor should consider performing to test
the operating effectiveness of internal control structure policies and proce
dures for loans include—
•
Inspecting loan documents to determine whether the credit union’s
underwriting policies and procedures are being followed—for exam
ple, to test whether loans are being approved by authorized officers
or committees in accordance with lending policies, whether credit
investigations are performed, whether the procedure to capture all
required loan documents is functioning, and whether the informa
tion recorded in the data-processing system and used for manage
ment reporting is being independently tested and is accurate. (Such
tests can also be substantive tests in that they provide evidence of
the existence of loans and of the accuracy of loan balances.)
•
Testing the reconciliation process. This might include the daily
activity-balancing process as well as the reconciliation of subsidiary
ledgers to the general ledger. The auditor should check the arithmet
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ical accuracy of the reconciliations and determine whether recon
ciling differences are appropriately investigated and resolved and
whether the reconciliations are reviewed and approved by appropri
ate supervisory personnel.
Checking the arithmetical accuracy, and performing a review, of
reports detailing loans to one borrower and related-party loans.
Observing, or otherwise obtaining evidence, that a proper segrega
tion of duties exists among those who approve, have access to,
record, and reconcile loans.

Substantive Tests
5.60 Subsidiary Records. The auditor should consider checking the arith
metical accuracy of detail schedules of loan principal balances and related
accounts (for example, accrued interest receivable and net deferred loan fees
and costs), agree beginning balance amounts in detail schedules with begin
ning balances in the financial statements, and reconcile ending balances to the
trial balance, general ledger, and subsidiary records. The auditor should
determine the propriety of significant reconciling items.
5.61 Analytical Procedures. SAS No. 56 provides guidance on the use of
analytical procedures as substantive audit tests. Analytical procedures that
the auditor may apply in the loan receivable area include—
•
Reviewing changes in the mix of types of loans in the portfolio.
•
Comparing new loan volume by period with volumes in prior peri
ods.
•
Comparing current-year income and accrued interest receivable
amounts with expectations developed by the auditor and with prior
year amounts.
•
Comparing yields on loans with established lending rates or pricing
policies.
•
Computing average yield throughout the period for each loan cate
gory on a monthly or quarterly basis.
•
Considering any other relevant relationships.
•
Comparing current-year average loan balances by type with prior
year amounts.
5.62 In using analytical procedures as a substantive test, the auditor
should consider the implications of changes in important relationships and the
amounts of differences from expectations that can be accepted without further
investigation. For example, a significant increase in loan-origination volume
near the end of the period that exceeds expectations may indicate a deteriora
tion in loan quality.
5.63 Inspection of Loan Documents. Inspection of loan documents may
help the auditor to obtain an understanding of the internal control structure
policies and procedures sufficient to plan substantive tests and provides
evidence about the existence of loans. The extent of the documentation
reviewed by the auditor is a matter of judgment. Loan documents inspected
by the auditor should include those supporting both old loans (those made
before the period covered by the current audit) and new loans (including loans
still in the process of disbursement).
5.64 The inspection of loan documents should also include tests of approv
als by loan officers or the credit committee, tests of evidence (such as stamped
loan documents) that mortgage documents have been entered on the public
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record, a comparison of loan amounts with appraisals, and a review of the
adequacy of hazard and title coverage. Loans generated under certain govern
mental programs and other special arrangements may require the auditor to
review the specific trust or servicing agreements to determine whether addi
tional audit procedures may be required under such arrangements. When
performing a loan document inspection, the auditor should be alert to notation
or other indications of problems that merit further investigation or follow-up.
When loan documents are in the possession of an attorney or other outside
parties, the auditor should consider confirming the existence and ownership of
such documents.

5.65 The content of loan files may vary significantly depending on the
type of loan.

5.66 Real Estate Mortgage Loans. The extent of documentation support
ing real estate mortgage loans depends in part on the requirements of local
law. Typically, each real estate file should contain at a minimum—
•
A loan application that reveals the amount of credit requested, the
purpose of the credit, and the applicant’s signature.
•
The signature and approval notation of the credit committee or loan
officer.
•
Current financial statements and other credit information.
•
Documentation by the credit committee or the loan officer of the
analysis of the loan application, including verification of deposits
and employment.
•
Appraisal reports by a qualified appraiser, updated periodically if
warranted by the circumstances (see NCUA Rules and Regulations,
part 7.22).
•
Deed of trust or mortgage.
•
Evidence of clear title from a title insurance policy or an attorney’s
opinion.
•
A real estate note that is properly executed and recorded.
•
Evidence of current hazard insurance sufficient to pay the mortgage
balance, with a standard mortgage clause in favor of the credit
union.
5.67 Additional documents such as truth-in-lending disclosures, settle
ment statements, notices of rescission, statements of flood insurance require
ments, and applicable government agency guarantees may be required by
federal and state regulations.
5.68 Business Loans. The basic documents supporting business loans
generally include a signed note and credit information that includes the
borrower’s business, personal financial statements, or both; memoranda re
garding communications with the borrower; financial statements of guaran
tors; copies of supplemental agreements between the credit union and the
borrower; and other loan-related correspondence, including documentation
supporting management’s evaluation of the borrower’s ability to repay the
loan. The timely receipt and review of these documents provide a basis for
extending credit and maintaining an awareness of loan status. Collateral
records are also typically maintained, either as part of the detail loan record or
in separate files, indicating the current status of pledged collateral.
5.69 Consumer Loans. Files supporting consumer installment loans gener
ally include—
•
A signed note.
AICPA Audit and Accounting Guides
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•

A loan application that includes references and is signed by the
applicant.

•

A credit report and credit analysis, including the verification of
income.

•

Perfected lien documentation if the loan is secured. Such documen
tation may include a certificate of title showing the credit union as
lienholder or a security agreement filed with the proper state
agency.

•

Insurance policies on collateral, naming the credit union as the loss
payee.

5.70 Construction Loans. Auditing procedures should be adapted to the
credit union’s construction-lending practices. The auditor should review the
policies and procedures pertaining to construction loans, including the treat
ment of classification and accounting. The auditor should consider testing
origination, approval, inspection, and disbursement procedures. As construc
tion progresses, the builder requests disbursements of portions of the loan
proceeds. The credit union’s control procedures should include a requirement
that projects be inspected to determine that construction has progressed to the
point permitting the requested disbursements. The builder generally obtains
waivers of lien from subcontractors and materials suppliers before disburse
ments are made by the credit union. If construction-disbursement controls are
not considered effective, the auditor may wish to visit selected construction
sites to evaluate the progress on the projects.
5.71 Confirmation of Loans. Confirmation of loan balances and related
information, including loan purchases and sales, is an effective way of gather
ing evidence of the ownership, existence, and accuracy of the recorded loan
balances of a credit union. SAS No. 67, The Confirmation Process, provides
guidance about the confirmation process in audits performed in accordance
with GAAS. SAS No. 67 states that confirmation of accounts receivables
(including loans of financial institutions) is a generally accepted auditing
procedure. SAS No. 67 states that there is a presumption that the auditor will
request the confirmation of accounts receivable unless one of the following is
true:
a.

Accounts receivable are immaterial to the financial statements.

b.

The use of confirmation would be ineffective. For example, if, based
on prior years’ audit experience or on experience with similar en
gagements, the auditor concludes that response rates to properly
designed confirmation requests will be inadequate, or if responses
are known or expected to be unreliable, the auditor may determine
that the use of confirmations would be ineffective.

c.

The auditor’s combined assessed level of inherent and control risk is
low, and the assessed level, in conjunction with the evidence ex
pected to be provided by analytical procedures or other substantive
tests of details, is sufficient to reduce audit risk to an acceptably low
level for the applicable financial statement assertions. In many
situations, both confirmation of accounts receivable and other sub
stantive tests of details are necessary to reduce audit risk to an
acceptably low level for the applicable financial statement asser
tions.
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An auditor who does not request confirmations of loan balances should docu
ment how he or she overcame the presumption that confirmations should be
requested.

5.72 In designing confirmation requests, the auditor should consider the
types of information respondents will be readily able to confirm, since the
nature of the information being confirmed may directly affect the competence
of the evidence obtained as well as the response rate. For example, respondents
may not be able to confirm the balances of installment loans, but they may be
able to confirm whether their payments are up-to-date, the amounts of the
payments, the interest rate, and the term of their loans.

5.73 Auditors of financial statements of credit unions may use either
positive or negative forms of confirmation requests to confirm loans. Negative
forms may be used when (a) the combined assessed level of inherent and
control risk is low, (b) a large number of small balances is involved, and (c) the
auditor has no reason to believe that the recipients of the requests are unlikely
to give them consideration. Auditors should consider performing other substan
tive procedures to supplement the use of negative confirmations. Positive
confirmation procedures should be used for larger loans and for loans that
require additional assurance or other related information in addition to the
loan balance, such as amount and type of collateral.
5.74 Auditors often use audit sampling in performing confirmation test
work. SAS No. 39, Audit Sampling, provides guidance for planning, perform
ing, and evaluating audit samples.
5.75 Accrued Interest Receivable and Interest Income. The auditor may
consider using computer-assisted audit techniques to recalculate accrued inter
est receivable. Alternatively, it may be necessary to manually test accrued
amounts of individual accounts. In some cases, accrued interest receivable
may be tested through the use of analytical procedures (for example, compari
son of the current-year balance with the comparable prior-year balance).
Interest income may also be tested by using monthly analytical tests by type
of loan. The auditor should consider average balances in principal accounts,
related yields as compared with rates offered and rates on existing loans, and
other factors and relationships. Average rates may be obtained by using clientcomputerized records that have been tested for accuracy, or estimated by
referring to a summary of loans by interest rate or other reasonable methods.

5.76 Computer-assisted audit techniques may also be used to perform
“exception/limit” checks of individual files for unusual or questionable items
meriting further investigation. Examples include identifying unusual interest
rates, balances, and payments, or testing the accuracy of the credit union’s
delinquency reports.
5.77 Whole Loans or Participations Purchased. Audit procedures for
purchased loans should be similar to those for direct loans, except that requests
for confirmation of balances, collateral, and recourse provisions, if any, are
usually sent to the originating or servicing institution. The auditor should
consider confirming with the servicer the actual status of borrower payments.
Although it is usually not practicable to confirm balances of serviced loans
with the individual borrowers, the servicer’s independent auditor often per
forms audit procedures on individual loans, such as confirmation with borrow
ers and examination of loan documents. Paragraph 17 of SAS No. 70 provides
guidance on audit evidence that auditors may obtain through the involvement
of service auditors engaged to perform procedures that are substantive in
nature. Chapter 7 provides additional guidance on servicing arrangements.
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5.78 Whole Loans or Participations Sold. Details of loans sold should be
confirmed with participating institutions, including the balances of their
investments, their percentage of ownership, the basis on which loans have been
sold (recourse or nonrecourse), and the existence of any oral commitments such
as guarantees or agreements to repurchase. The auditor should consider
reviewing activity, testing the mathematical accuracy of selected remittance
reports, and reviewing related agreements, contracts, and other pertinent
documentation for compliance with key provisions.
5.79 The auditor should consider confirming with participating institu
tions that loans sold by the credit union are not subject to any credit
guarantees or other side agreements. The gain or loss on sales during the period
(including the recognition of a normal servicing fee in accordance with FASB
Statement No. 65 and FASB Technical Bulletin No. 87-3) should be recalcu
lated.
5.80 Loan Classification. The auditor should consider whether any portion
of the credit union’s loans is being held for sale and, if so, whether a
corresponding writedown to lower of cost or market value is necessary. In
evaluating whether loans are held for sale or investment, the auditor should
consider management policies and practices (for example, previous loan sale
activity, types of loans sold, transactions subsequent to year end, and pending
contracts) and whether management has the ability and intent to hold the
loans for the foreseeable future or until maturity.
5.81 Loan Fees and Costs. The auditor should review and test the
propriety of deferred loan-origination fees and costs in accordance with FASB
Statement No. 91. The auditor should also test the amortization or accretion of
net deferred loan fees or costs.
5.82 Financial Statement Presentation. The auditor should review the
propriety and adequacy of the financial statement presentation and disclosure
of loans receivable and related amounts.
Regulatory Restrictions
5.83 Regulatory authorities impose numerous restrictions on loans. The
restrictions include, but are not limited to, loan-to-value limits, limits on loans
to one borrower, maximum lending limits, and limits on loans to officers,
directors, and employees. Additional limitations are often adopted by a credit
union’s board of directors. The auditor should be generally familiar with
lending rules and supervisory regulations and policies, and should discuss
apparent noncompliance with management. SAS No. 54 prescribes the nature
and extent of the consideration an independent auditor should give, in an
audit of financial statements in accordance with generally accepted auditing
standards, to the possibility of illegal acts by a client. The Statement also
provides guidance on the auditor’s responsibilities when a possible illegal act is
detected.

[The next page is 75,085.]
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Chapter 6

Allowance for Loan Losses
Introduction
6.01 The allowance for loan losses is an accounting estimate of credit
losses inherent in a credit union’s loan portfolio that have been incurred at the
statement-of-financial-condition date. The objective of the allowance is to
measure loans at their collectible amounts. Credit union management is
responsible for the timely and periodic determination of the amount of the
allowance required. Because the allowance is an estimate, it requires substan
tial judgment. The independent auditor is responsible for obtaining reasonable
assurance that management, based on all available and relevant information
affecting the loan portfolio,21 has provided an adequate allowance.
6.02 Federal credit unions are required by part 702 of the NCUA Rules
and Regulations to establish and maintain an allowance for loan losses.
Federally insured state-chartered credit unions are usually required by their
insurance agreement with the National Credit Union Share Insurance Fund to
establish and maintain an allowance. The requirements for state-chartered
credit unions that are not federally insured vary by state and insurer.
6.03 In chapter 5 the various types of loans credit unions make or buy,
internal controls related to the lending process, financial reporting principles
and practices for loans and related accounts, and auditing loans are discussed.
Because of the significance of the allowance and the provision for loan losses to
a credit union’s financial statements, the high degree of subjectivity involved
in estimating the allowance amount, the high degree of regulatory guidance
and oversight directed toward credit unions’ loan loss allowances, and conse
quently, the relatively high inherent risk associated with auditing the allow
ance, this separate chapter is dedicated to the allowance for loan losses. In this
chapter relevant financial reporting principles, common loan loss reserve
methodologies used by credit unions, regulatory influences, and auditing
considerations are discussed.
Methods for Estimating Allowances for Loan Loss

6.04 Estimating the amount of the allowance is a highly subjective task,
and accordingly, careful judgments about collectibility and estimates of loss
must be made by credit union management. Management should consider past
events (such as historical loss experience), current and anticipated economic
conditions (such as those that may affect collateral values), and courses of
action it expects to take. The judgments should be based on regular and
detailed analyses of the loan portfolio. Loans held for sale are excluded from
the loan portfolio when the allowance is determined because they are carried
at the lower of cost or fair value.
6.05 Each credit union’s method of estimating its allowance is dependent
on many factors, including the credit union’s size, business environment and
strategy, management style, loan portfolio characteristics, loan administration
21 The term loan portfolio refers primarily to loans, leases, and commitments to lend. In
addition, credit unions may offer other financial products that contain elements of credit risk, and
management should consider including the credit risk associated with these new financial
products when determining the adequacy of the allowance for loan losses. The auditor’s evaluation
of the allowance for loan losses should also include an evaluation of off-balance-sheet financial
instruments. The nature and amount of allowances or liabilities for losses related to off-balancesheet financial instruments should be reported separately as prescribed by FASB Statement No.
105.
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procedures, and data-processing systems. Accordingly, there are a variety of
methods. For certain loans, FASB Statement No. 114 limits the methods that
may be used, as discussed later in this chapter. However, it is important that
the method is used consistently, is reasonable, is relevant to the credit union’s
particular circumstances, considers all loans (whether on an individual or poolof-loan basis), considers the risks inherent in the different kinds of lending,
considers current collateral values, is performed by competent and welltrained personnel, is based on current and reliable data, and involves the
preparation of detailed and clear documentation of the analyses and rationale
supporting the allowance amount. Methods that calculate the allowance as a
percentage of total loans based on historical experience, or use similar allow
ance percentages of peer credit unions, would generally fail to meet those
criteria because they do not involve a detailed analysis of a credit union’s
particular loans or consider the current economic environment.
6.06 A key element of most methodologies is a credit classification
process. The classification process involves categorizing loans into pools and
into risk categories. Each category should have similar characteristics, such as
risk classification, past-due status, and type of loan. The categorization should
be based on conditions (such as current financial information, historical
experience, credit documentation, debt service record, public information, and
current trends) that may affect the ability of the borrower or pool of borrowers
to service their debt. Examples of categories often used include:
•
Individually identified, impaired loans; which are loans for which it
is probable that the creditor will be unable to collect all amounts
due according to the contractual terms of the loan agreement, and,
accordingly, for which impairment is measured in conformity with
FASB Statement No. 114;
•
Pools of smaller-balance, homogeneous loans; and
•
Unidentified impaired loans; which are all other loans not included
in the other two categories above and not individually identified as
impaired but that, on a portfolio basis, are believed to have some
inherent impairment.

6.07 Management accumulates estimates of allowances for individual
loans, pools of loans, and overall risks not attributable to particular loans or
loan pools. Different methods for estimating the allowance are generally used
for different categories of loans.

6.08 Pools of loans are generally evaluated on an aggregate basis. The
focus is usually on loss experience for the pool rather than on analysis of
individual loans. Loss experience, which is usually determined by reviewing
the historical loss rate for each pool over a designated time period, is adjusted
for changes in trends and conditions. The following are trends and conditions
that credit unions consider in determining how, if at all, the historical loss
rates should be adjusted:
•
Levels of and trends in delinquencies and loans placed on nonac
crual status
•
Trends in volume and terms of loans
•
Effects of any changes in lending policies and procedures
•
Experience, ability, and depth of the lending management’s staff
•
Economic trends
•
Concentrations of credit
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6.0 9 Loans not included in a pool should be analyzed individually. Most
credit unions should have an internal loan review function. The loan review
focuses on determining whether the loan is properly classified as to risk,
conforms to the credit union’s lending policies, and is likely to perform in
accordance with its contractual terms and conditions. The review includes
analysis of (a) loan performance since origination or the last renewal, (b) the
current economic situation of a borrower or guarantor (for unsecured loans),
and (c) appraisals of current fair values of collateral (for secured Ioans).
Borrower or guarantor financial statements are generally reviewed for infor
mation about financial resources, liquidity, cash flows, and other information
pertinent to the ability to repay the debt. Collateral is reviewed to determine
whether it is under the credit union’s control, whether security interests have
been perfected, and whether the value is greater than the amount owed. Loan
file contents are normally reviewed for conformity with the credit union’s
lending policies, completeness, and to determine that required documents were
obtained before the loan was approved. Internal loan review results should be
documented and may be summarized in the form of ratings of individual
loans, which is the basis for assessment of the collectibility of the loan.
6.10 Some credit unions use a method that results in a range of estimates
for the allowance for individual loans and pools of loans. Such methods require
that careful judgment regarding the risks, as well as other relevant factors for
each range of amounts, be applied in determining the amount to record. The
allowances associated with individual loans, pools of loans, and categories of
loans should be accumulated to obtain the total allowance for loan losses.

Accounting Principles: Measurement and Disclosure
6.11 FASB Statement No. 5, Accounting for Contingencies, is the primary
authoritative standard on the accounting and reporting of loss contingencies,
including loan lossesFASB
.[22] Statement No. 114, Accounting by Creditors for
Impairment of a Loan, provides additional guidance on accounting for the
allowance for loan losses. In accordance with FASB Statement No. 5, an
estimated loss from a loss contingency should be accrued by a charge to income
if both of the following conditions are met:
a.
Information available prior to issuance of the financial statements
indicates that it is probable that an asset had been impaired or a
liability had been incurred at the date of the financial statements.
b.
The amount of the loss can be reasonably estimated.

FASB Statement No. 114 amends FASB Statement No. 5 to clarify that
creditors should evaluate the collectibility of both contractual interest and
contractual principal of all receivables when assessing the need for a loss
accrual. In accordance with paragraph 8 of FASB Statement No. 114, a loan is
impaired when, based on current information and events, it is probable that
the creditor will be unable to collect all amounts due (including both principal
and interest) according to the contractual terms of the loan agreement.
6.12 FASB Statement No. 5 states that when a loss contingency exists, the
likelihood that the future event or events will confirm the loss or impairment
of an asset can range from probable to remote. FASB Statement No. 5 defines
probable to mean that the future event or events are likely to occur. The
conditions for accrual are not intended to be so rigid that they require virtual
certainty before a loss is accrued. The conditions may be considered in relation
to individual loans or groups of loans.
[22] [Deleted.]
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6.13 The allowance for loan losses should, therefore, be adequate to cover
specifically identified loans, as well as estimated losses inherent in the loan
portfolio, such as loans and pools of loans for which losses have been incurred
at the statement-of-financial-condition date but are not identifiable on a
specific loan-by-loan basis.
6.14 The allowance account is increased by charges to current-period
operations when the account balance is deemed insufficient to provide for
losses that have been incurred at the statement-of-financial-condition date.
The account is also increased by amounts recovered on charged-off loans. The
account is decreased by the amount of loans approved by the board of
directors for chargeoff. The account may also be decreased in the unusual
circumstance that it is determined that the balance is larger than necessary.

6.15 The reasonableness of the allowance should be judged by considering
the adequacy of the allowance, not the provision charged against income.
Loans should be charged off against that allowance in the period in which the
loans or portions thereof are determined to be uncollectible.
6.16 FASB Statement No. 114 addresses the accounting by creditors for
impairment of certain loans, uncollateralized as well as collateralized. It
applies to all loans that are restructured in troubled-debt restructurings
involving a modification of credit terms, however, those loans restructured
before the effective date of FASB Statement No. 114 that are not impaired
based on the terms specified by the restructuring agreement may continue to
be accounted for in accordance with the provisions of FASB Statement No. 15
prior to its amendment by FASB Statement No. 114. It does not apply to large
groups of smaller-balance homogeneous loans that are collectively evaluated
for impairment, loans that are measured at fair value, leases, and debt
securities as defined in FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities)23
.[ ]
6.17 FASB Statement No. 114 requires that such impaired loans be
measured based on the present value of expected future cash flows discounted
at the loan’s effective interest rate, except that as a practical expedient, a
creditor may measure impairment based on a loan’s observable market price
or the fair value24 of the collateral if the loan is collateral dependent.

6.18 A change from a method of calculating the allowance for loan losses
that is not generally accepted (for example, a calculation used for regulatory
purposes) to a method that is generally accepted and that results in an
adjustment to the amount previously reported is considered a correction of an
error and should be reported as a prior-period adjustment in accordance with
paragraph 36 of APB Opinion No. 20, Accounting Changes. Such a change
frequently arises when a credit union that has in the past undergone only
supervisory committee audits initially undergoes an audit in accordance with
generally accepted auditing standards.
[23] [Deleted.]

24 Fair value is defined by FASB Statement No. 15 as the amount that a seller could
reasonably expect to receive in a current sale between a willing buyer and a willing seller, that is,
other than in a forced or liquidation sale. Fair value of assets shall be measured by their market
value if an active market for them exists. If no active market exists for the assets but exists for
similar assets, the selling prices in that market may be helpful in estimating the fair value of the
assets. If no market price is available, a forecast of expected cash flows may aid in estimating the
fair value of assets, provided the expected cash flows are discounted at a rate commensurate with
the risk involved.
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6.19 The allowance for loan losses may be presented as a separate line
item netted against loans in the statement of financial condition or in the
notes to the financial statements.
6.20 For each period in which an income statement is presented, the notes
to the financial statements should include a summary of activity in the
allowance-for-loan-losses account. The note should present the balance in the
allowance at the beginning and end of each period, additions charged to
operations, losses charged against the allowance, and recoveries of amounts
previously charged off.
6.21 FASB Statement No. 114 requires that the following additional
information be disclosed either in the body of the financial statements or in
the accompanying notes.
•
As of the date of each statement of financial condition presented,
the recorded investment in loans for which impairment has been
recognized in accordance with FASB Statement No. 114 and the
total allowance for loan losses related to those impaired loans.
•
The creditor’s income recognition policy. A creditor that recognizes
income in accordance with paragraph 17(a) of FASB Statement No.
114 also shall disclose the amount of interest income recognized in
accordance with that paragraph.

Audit Objectives and Procedures
Audit Objectives
6.22 When auditing the allowance for loan losses, the auditor is concerned
primarily with the valuation assertion embodied in the financial statements.
The auditor’s objectives when evaluating the allowance are to obtain reasona
ble assurance that the allowance is adequate to cover the estimated amount of
losses in the loan portfolio that have been incurred at the date of the
statement of financial condition, and that the allowance is presented in
accordance with generally accepted accounting principles and properly dis
closed. The auditor achieves these objectives by reviewing management’s
estimates of the allowance and by considering available and relevant informa
tion regarding loan collectibility. The auditor is not responsible for calculating
the amount of the allowance or ascertaining the collectibility of each specific
loan in the credit union’s portfolio.

Planning Considerations

6.23 The loan portfolio is usually the most significant component of a
credit union’s assets, and the allowance for loan losses is based on subjective
judgments. Accordingly, auditors generally assess inherent risk related to the
allowance as high. The process of auditing the allowance for loan losses
involves several subjective aspects, and in accordance with SAS No. 22, the
assigned audit staff should understand the lending environment (including
credit strategy, credit risk, and the lending policies, procedures, and control
environment of the credit union) and should be familiar with other relevant
factors such as related parties and related-party transactions, economic condi
tions, and government regulations. SAS No. 57 provides guidance to auditors
on obtaining and evaluating sufficient competent evidential matter to support
significant accounting estimates in an audit of financial statements in accor
dance with GAAS. In addition, the AICPA Auditing Procedure Study Auditing
AICPA Audit and Accounting Guides
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the Allowance for Credit Losses of Banks provides guidance to auditors in
developing an effective approach to auditing the allowance.
6.24 The nature, timing, and extent of tests that the auditor applies to
achieve the audit objectives are based on, among other things, the auditor’s
assessment of inherent risk and control risk. An important consideration in the
auditor’s assessment of inherent risk in determining the scope of tests of the
allowance is the level of credit risk in the loan portfolio. Other risk factors
relevant to the assessment include collateral risk, concentration risk, manage
ment risk, operations risk and fraud or insider-abuse risk (see paragraph 6.29
for a detailed discussion of these risks). In making a preliminary assessment of
the risk inherent in a credit union’s lending activities, the auditor should
consider the following factors:
•
Lending limits placed on loan officers
•
Economic and environmental conditions affecting the credit union
and its borrowers
•
Experience, competence, and depth of the credit union’s manage
ment and staff
•
Lending, charge-off, collection, and recovery policies and procedures
•
Financial condition of the credit union’s sponsoring organization or
field of membership
•
Composition of the loan portfolio
•
Total amount of loans and problem loans, including delinquent and
nonaccrual loans, by officer
•
Trends in loan volume by major categories (especially categories
experiencing rapid growth) and in delinquencies, nonaccrual loans,
and restructured loans
•
Concentrations of types of loans made (for example, auto or home
improvement), concentrations of loans to individuals and their re
lated interests or industries, or other concentrations of credit risk
•
Size of individual credit exposures (few large loans versus numerous
small loans)
•
Identified potential problem loans, including loans classified by the
credit union or regulatory examiners
•
Previous loss and recovery experience, including timeliness of
chargeoffs
•
Results of regulatory examinations
•
Related-party lending
•
Operating effectiveness of the internal loan review function, the
internal audit function, or both

6.25 Effective internal loan review and internal audit departments can
provide valuable assistance to the auditor in evaluating the allowance and
permit the auditor to increase audit efficiency. Discussions with internal loan
review and internal audit staff can provide the auditor with information
concerning members, related-party transactions, and account histories that
may not be readily available elsewhere. Furthermore, because the internal
audit department is sometimes directly involved in implementing accounting
systems and control procedures, it may provide the auditor with useful
descriptions of these elements of the internal control structure.
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Internal Control Structure
6.26 A credit union’s internal control structure related to loans (see
chapter 5) and the allowance may reduce the likelihood of material misstate
ments of the allowance. Specific relevant aspects of that structure include—
a.
Management’s communication of the need for a proper allowance for
loan losses. The control environment strongly influences the effec
tiveness of the systems of controls and affects the auditor’s assess
ment of control risk. The control environment reflects the overall
attitude, awareness, and action of the board of directors and man
agement concerning the importance of control. The auditor should
consider (1) the level of involvement and quality of leadership
provided by the board of directors, supervisory committee, and
senior management in evaluating the allowance, (2) the organiza
tional structure, (3) the independence and effectiveness of the inter
nal audit, the internal loan review functions, or both, (4) methods of
assigning authority, (5) management control methods, (6) personnel
policies and practices, and (7) external influences.
b.
Accumulation of relevant, sufficient, and reliable data on which to
base the allowance. Management reports summarizing loan activity,
renewals, and delinquencies are vital to the timely identification of
problem loans and, consequently, are critical to the loan review
function. The credit union’s procedures and controls are important
for identifying when loans should be placed on nonaccrual status,
reserved for, or charged off. Most credit unions have written policies
covering nonaccrual status and the timing of chargeoffs.
c.
Determination of the allowance by qualified personnel. To the
extent possible, loan review should be conducted by credit union
personnel who are independent of the underwriting, supervision, and
collections functions. The specific lines of reporting depend on the
complexity of the credit union’s organizational structure, but the
loan reviewers should report to a level in the credit union that is
independent of the lending process.
d.
Adequate review and approval of the allowance by appropriate
levels of authority, including—
• Review of the sources of relevant factors on which the allowance
is based.
• Review of the development of assumptions.
• Review of the reasonableness of assumptions and resulting esti
mates.
• Consideration of the need to use the work of specialists.
• Consideration of changes in previously established methods to
arrive at the allowance.
e.
Comparison of prior estimates of the allowance with subsequent
results to assess the reliability of the process used to develop the
allowance.
The following discussion highlights some of the characteristics of, and consider
ations involved in, lending by credit unions that the auditor should consider in
obtaining a sufficient understanding of the internal control structure in the
lending area.

AICPA Audit and Accounting Guides

AAG-CRU 6.26

^-Tl

75,092

Credit Unions

40 8-94

6.27 Credit Strategy. A credit union’s credit strategy includes its defined
goals and objectives for loans, as well as the written loan policies to implement
those goals and objectives. A guiding principle in credit strategy is to achieve
profitable returns while managing risk within the loan portfolio. Credit strat
egy and policy should be determined by the board of directors.

6.28 The objectives of a sound credit strategy are generally to set goals for
portfolio growth or contraction and to establish limits on specific loan concen
trations. Further, a sound credit strategy normally incorporates credit under
writing standards as well as procedures and controls to monitor loan
performance through periodic reporting and review, and to identify and
monitor problem loan situations.
6.29 Credit Risk. An overriding factor in the credit-granting process is the
amount of credit risk associated with a credit union’s loans. The degree of
credit risk should be addressed early in the auditor’s process of obtaining an
understanding of the credit union’s business and its control environment. For
individual loans, credit risk pertains to the borrower’s ability and willingness
to pay; however, the auditor should also consider additional risks that are
involved in the overall lending process, including—
•
Collateral. Loans collateralized by real estate—both single-family
residential property and commercial property—may be a significant
component of a credit union’s loan portfolio. Accordingly, collateral
is a major factor when credit risk in a loan portfolio is assessed. A
credit union may be exposed to losses on collateralized loans if its
security interest is not perfected or the collateral is not otherwise
under its control, or if the value of the collateral declines such that it
is insufficient to cover the loan balance in the event of default by
the borrower.
•
Concentration. Credit unions are unique financial institutions.
Membership may be limited to employees of one organization or to
individuals of a geographic region. The makeup of the membership
of a credit union should be considered when evaluating loan losses.
The less diverse the membership (for example, employees of one
company), the greater the risk of loss to the credit union if the
sponsoring organization is experiencing financial problems or is
anticipating layoffs of employees. If a region were to experience
economic problems, the credit union would likely be exposed to
significant losses. These factors may not always affect the outcome
of the auditor’s conclusions, but should be considered in the evalua
tion process. The required disclosures related to concentration are
discussed in chapter 5.
•
Management. Management’s competence, judgment, and integrity
in originating, disbursing, supervising, collecting, and reviewing
loans can have a significant effect on the collectibility of loans.
•
Operations. Funds might be disbursed without proper loan authori
zation, collateral documentation, or loan documentation. Failure to
evaluate and monitor potentially uncollectible loans also constitutes
risk.
•
Fraud or insider abuse. A credit union may have increased exposure
to losses if loans are not either bona fide or granted in an arm’slength transaction. SAS No. 53 provides that the auditor has a
responsibility to assess the risk that irregularities may cause a
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material misstatement of the financial statements. In addition,
guidance on the auditor’s responsibility when a possible illegal act is
detected is provided by SAS No. 54.
6.30 Lending Policies, Procedures, and Control Environment. Definitive
lending policies, comprehensive procedures for implementing the policies, and
sound controls over the lending function and management reporting system
are essential for maintaining the quality and safety of the loan portfolio and
for ensuring the reliability of financial records. The auditor should have an
understanding of a credit union’s lending environment before designing spe
cific auditing procedures. The lending process can be broadly divided into the
following categories: (a) loan origination and disbursement, (b) credit monitor
ing, (c) collection, and (d) internal loan review.

6.31 Loan Origination and Disbursement. Loan origination involves all
the processes from the original loan request to the disbursement of funds to the
borrower. Specific loan-origination control features usually include—
a.
Credit initiation (that is, obtaining complete and informative loan
applications, including financial statements and the intended use of
the proceeds).
b.
Credit investigation, including—
• Credit reports or other independent investigations.
• Analysis of member and guarantor credit information, including
determination of projected sources of loan servicing and repay
ment.
c.
Loan approval (for new and renewed loans), including—
• Loan-approval limits according to officer expertise, administra
tive authority, or both.
• Committee approval, board of directors’ approval, or both, for
loans exceeding prescribed limits.
• Segregation of duties between the loan approval function and
the disbursement and collection functions.
• Verification of collateral ownership and control, including lien
searches and documentation of the priority of security interests.
• Determination of collateral margin (that is, loan-to-value ra
tios).
d.
Documentation of credit, or the inspection of supporting documents
for proper form, completeness, and accuracy by someone other than
the lending officer.
e.
Perfection of collateral interest, or proper security filings and re
cording of liens.
f.
Disbursements of loan proceeds or, to the extent possible, control of
disbursements to ensure that proceeds are used for the borrower’s
stated loan purpose.

6.32 Credit Monitoring. The nature and extent of credit-monitoring
procedures generally vary by loan type and amount. For business loans, for
instance, credit unions normally monitor credit quality by analyzing a bor
rower’s periodic financial statements, reassessing collateral values, making
periodic visits to the borrower’s place of operation, reviewing industry trends
and developments, and evaluating the borrower’s debt-service requirements
and ability to perform. On the other hand, monitoring single-family residential
mortgage loans or consumer installment loans is generally less extensive unless
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the loans are delinquent. Management reports concerning loan activity, re
newals, and delinquencies are vital to the timely identification of problem
loans. Further, such information is critical to a credit union as part of its
system for establishing the allowance for loan losses. A credit union’s proce
dures and controls are important for identifying when loans should be placed
on nonaccrual status, reserved for, or charged off. Most credit unions have
written policies covering nonaccrual status, the timing of chargeoffs, and so on.

6.33 Collection. Loans identified as potential problems under a credit
union’s established criteria are normally monitored, restructured, or sold as
appropriate. A credit union normally attempts to work with the member to
remedy a delinquency. Sometimes the debt is restructured to include terms the
member can satisfy; at other times, the credit union obtains additional
collateral to support the loan. However, when the loan is delinquent for a
specified period of time, normally defined in the credit union’s lending policy,
the credit union may begin legal proceedings (such as foreclosure or reposses
sion) to recover any outstanding principal and interest.

6.34 If collection efforts prove unsuccessful, the loan may need to be
charged off. The board of directors should authorize each chargeoff after all
collection efforts have been attempted and the loan is deemed uncollectible.
The internal control structure at most credit unions typically requires periodic
follow-up of previously charged-off loans, excluding bankruptcies, to determine
whether collection efforts should be reinstated. Reports on recoveries of previ
ously charged-off loans should be made to the board of directors.
6.35 Internal Loan Review. Periodic review by credit union personnel of
the overall process and of certain individual loans, while not a substitute for
continuous credit monitoring by the lending staff, is essential in assessing the
quality of the loan portfolio and the lending process. The absence of an
internal loan review may constitute a reportable condition, as defined in SAS
No. 60, Communication of Internal Control Structure Related Matters Noted
in an Audit. In addition, the lack of an internal loan review and classification
system may be considered to be an unsafe and unsound practice by regulators.
Internal loan review should preferably be conducted by credit union personnel
who are independent of the credit origination, disbursement, supervision, and
collection functions. Internal loan review may be performed by specifically
assigned staff, or may be incorporated within an internal audit function. As is
the case in the credit-monitoring process, the nature and extent of internal
loan review procedures generally vary by loan type and may include, for
example, periodic review of certain types of business loans, while limiting
review of single-family residential mortgage loans to delinquencies and a
sample of current-year originations.

6.36 Internal loan review may also identify weaknesses in the lending
process or in the lending officers’ skills in originating, supervising, and collect
ing loans. Internal loan review results should be documented. Some credit
unions assign subjective ratings to individual loans that are similar to regula
tory examination classifications. This information may be used to specifically
identify potential losses in the calculation of the allowance for loan losses.

Tests of Controls
6.37 If the auditor intends to assess control risk at below the maximum in
the allowance-for-loan-losses area, he or she should perform tests of controls
directed to assessing the operating effectiveness of lending procedures, includ
ing the extent and quality of internal loan review and internal loan classifica
tions. The auditor should also test the accuracy, and perform a review, of
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delinquency reports to determine whether the credit union initiates appropri
ate follow-up procedures on delinquent loans.

6.38 Sometimes, the internal loan review and internal audit departments’
testing procedures are of such quality that the auditor can assess control risk
in the allowance-for-loan-losses area as below the maximum. However, the
assessment of control risk, including the consideration of the internal auditor’s
work, ordinarily cannot alone reduce audit risk to a level that eliminates the
necessity for the auditor to test directly assertions related to the allowance for
loan losses. SAS No. 65, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements, provides guidance on using the
work of internal auditors and other internal personnel who perform an internal
audit function.
Evaluating the Adequacy of the Allowance for Loan Losses

6.39 As discussed previously, the auditor’s primary responsibility when
reviewing the allowance for loan losses is the evaluation of its adequacy as a
whole. Because the risk and other inherent characteristics of the individual
loan categories vary, the nature and extent of the auditor’s separate review of
each category also usually varies.
6.40 The auditor should avoid absolute reliance on mechanical formulas
to assess the reasonableness of the allowance for loan losses account. However,
in certain circumstances, historical analyses, which use prior loss experience to
project the losses in the current loan portfolio, may provide evidence regarding
the reasonableness of the account. These analytical tests may use statistics
relating to the allowance for loan losses as compared to related accounts, net
chargeoffs, and nonperforming loans. Another analytical tool that may be
useful in assessing the reasonableness of the allowance account is delinquency
analysis. This method differs from historical methods in that it considers the
current condition of the loan portfolio and ignores previous loan-loss experi
ence. Peer statistics may also provide the auditor with useful information.
Review and testing of a credit union’s procedures for establishing the allow
ance for loan losses and the review of delinquency status reports may permit
the auditor to evaluate the adequacy of the allowance required for certain loan
categories. The auditor should test the completeness and accuracy of delin
quency reports and other documentation prepared by a credit union on which
reliance is placed. As stated previously, the use of analytical methods may
provide useful information for assessing the adequacy of the allowance for loan
losses. However, the results of different analytical methods may be very
different or very similar. A combination of analytical procedures may provide
the auditor with greater assurance. The results of analytical procedures should
be analyzed in light of other known circumstances concerning loans. Particular
consideration should be given to changes in the lending environment of a
credit union and the effectiveness of and adherence to sound credit-extension
policies and procedures.

6.41 In addition to performing analytical procedures, the auditor often
may find it necessary to perform a loan-by-loan review of potential problem
loans in order to effectively analyze the allowance account. An evaluation of
real estate loans and business loans normally requires a more detailed review
than that of consumer loans because the amount of individual loans is
generally large and the types of borrowers and the purposes of the loans may
be dissimilar. Further, a relatively small number of potential losses can often
significantly affect the adequacy of the allowance. The auditor typically
selects certain loans to include in the detailed loan file review. The selection of
these loans generally includes (a) a stratum of “large” loan balances above
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specified amounts, based on the auditor’s preliminary judgment about materi
ality and the amount considered material to this segment of the loan portfolio;
(b) all “problem” loans above a certain threshold, usually lower than the
amount used to select “large” loans; and (c) loans considered “significant” for
other reasons, such as loans to related parties or loans to businesses in a
troubled industry. The auditor generally considers the coverage of the loan
portfolio and may decide to select additional loans for review without regard to
size or other specific criteria. When reviewing loans, the auditor should be
concerned with the total credit exposure of the borrower, including standby
letters of credit and commitments to lend, not just outstanding loan balances.

6.42 Sources for Identifying Problem Loans. A number of sources can
indicate potential problem loans, including the regulators’ recent examination
reports, which generally disclose classified loans and certain statistics regard
ing those classifications. The regulatory examination reports are important
sources of evidential matter to the auditor in determining the nature, timing,
and extent of the auditor’s tests. A refusal by management to allow the
independent auditor to review communications from, or communicate with,
the examiner would ordinarily be a limitation on the scope of the audit
sufficient to preclude an opinion. Additional sources for identifying problem
loans include—
Various internally generated listings, such as “watch list” loans,
past-due loans, loans on nonaccrual and restructured status, loans to
insiders (including directors and officers), and overdrafts.
Management reports of total loan amounts by borrower, to assist in
identifying significant exposures and concentrations.
Loan documentation and compliance exception reports.

6.43 When a regulatory examination is in progress, the auditor should
normally discuss the status and preliminary findings of the examination with
the examiners. See chapter 2 for additional discussion on the auditor’s respon
sibility for making inquiries of representatives of financial institution regula
tory agencies.
6.44 Other matters to consider concerning potential problem loans in
clude—
•
Historical loss experience by type of loan.
•
Loan files lacking current financial data related to borrowers and
guarantors.
•
Borrowers experiencing problems such as operating losses, marginal
working capital, inadequate cash flow, or business interruptions.
•
Loans secured by collateral that is not readily marketable or that is
susceptible to deterioration in realizable value.
•
Loans to borrowers in industries experiencing economic instability.
•
The amount of experience and turnover of loan officers.
6.45 Indicators of troubled loans include the following:

•
•

•

Significant defaults, including missed payments of either principal
or interest, exist under the terms of the loan agreement.
The underlying collateral is unable to generate enough cash flow to
pay the projected legal obligation under the loan agreement.
The terms of a debt have been modified in a troubled-debt restruc
turing, or a restructuring is probable.
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•

The creditworthiness of the borrower is in doubt because of pending
or actual bankruptcy proceedings or liens filed against assets. There
fore, the loan is considered “collateral dependent,” since repayment
of the loan will come from operations or disposal of the collateral.
•
Adverse market conditions related to sales, rentals, or other external
factors cast doubt on the economic viability of the project that
collateralizes the loan.
•
Collateral has significantly deteriorated.
•
Construction delays, cost overruns, or changes in concept or plan
(for example, the conversion of a condominium project to an apart
ment project) are experienced on the project that collateralizes the
loan.
•
Extensions, renewals, or other modifications have been granted
without adequate support. In these situations, the loan balance is
often increased by the amount of accrued interest receivable to
make a delinquent loan appear current.
6.46 Certain of the information listed above is usually found in reports
prepared by the credit union independent of the general ledger and the
controls over the general ledger. To the extent that such information is used by
the auditor in performing substantive tests, the auditor should test its com
pleteness and accuracy. For example, delinquent loans might be traced from
the subsidiary ledgers to delinquency reports and vice versa. Tracing from the
subsidiary ledger to the delinquency reports tests both completeness and
accuracy; tracing from the delinquency report tests only accuracy. In this
example, of course, the auditor would also need to be satisfied with the
completeness and accuracy of the subsidiary ledgers. The subsidiary ledgers
may already have been tested through confirmation and other detail test work.
6.47 In evaluating the amount or range of loss associated with an
individual loan, the auditor reviews the expected sources of repayment and the
apparent ability of the borrower to generate such repayment. In instances in
which the repayment depends on the liquidation of collateral, the auditor, in
reviewing the value of the collateral, considers whether the collateral will be
liquidated in the normal course of business or in a manner that will cause a
lesser value to be realized.

6.48 If a loan is secured by collateral, a careful evaluation and valuation
of that collateral is necessary. The auditor typically evaluates the security
interest in the collateral to determine if it has been perfected by execution and
recording of the appropriate legal documents. The auditor also reviews the
reasonableness of the credit union’s collateral valuation by referring to quoted
market prices or other pertinent factors, such as appraisals and engineering
reports. The auditor may also test to determine the existence of collateral by
physical observation, independent confirmation, or other appropriate proce
dures. The allowance for loan losses on real estate loans is frequently based on
information obtained from real estate appraisals. If reliance is placed on these
appraisals, then the auditor should refer to the requirements of SAS No. 11,
Using the Work of a Specialist *
6.49 When the repayment of a loan is based primarily on the borrower’s
ability to generate funds from profitable operations, the auditor reviews the
credit union’s analysis of the borrower’s financial resources, liquidity and
* The AICPA’s Auditing Standards Board has voted to issue a Statement on Auditing
Standards that will supersede SAS No. 11. The new SAS is expected to be issued in July 1994 and
to be effective for audits of financial statements for periods ending on or after December 15, 1994.
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future cash flows, and other financial forecasts. These financial data may be
measured against the trends and norms, both historical and forecasted, for
both the borrower being reviewed and the industry in which the borrower
operates. It is preferable that this type of loan be supported by current
audited financial statements, although financial statements that have been
reviewed or compiled by the borrower’s accountant or prepared internally by
the borrower may be acceptable.
6.50 For loans supported by personal guarantees, the auditor may per
form a review of the borrower’s ability to pay. However, if it is obvious that
expectation for repayment is based primarily on the creditworthiness of the
guarantor, the financial statements and other information of the guarantor are
also reviewed as if the guarantor were the borrower. It is also important to
consider the extent of, as well as the credit union’s policies and practices for,
the pursuit of guarantees. The substance of a guarantee depends on (a) the
ability and willingness of the guarantor to perform under the guarantee, (b)
the practicality of enforcing the guarantee in the applicable jurisdiction, (c)
the scope of the guarantee, and (d) a demonstrated intent to enforce a
guarantee. Even if the guarantee is legally enforceable, business reasons that
might preclude a credit union from enforcing the guarantee should be assessed.

6.51 Credit cards and the available credit on those cards are becoming a
significant portion of many credit unions’ portfolios. The auditor should
consider the policies of a credit union in evaluating the application of card
users, the issuance of the cards, and the collection process. Anticipated losses
on the outstanding balances should be considered in evaluating the allowance
account.

6.52 In evaluating loans for collectibility, the auditor should avoid—
•
Overreliance on collateral, or the failure to see beyond collateral
values to a financial weakness in the borrower. Collateral values and
liquidity often tend to decline in periods when they are most needed
to protect against loan losses.
•
Inadequate collateral appraisals, or the failure to critically review
appraisals to understand the methods employed, assumptions made,
and limitations inherent in the appraisal; process, including undue
reliance on internal appraisals. Appraisal methods and assumptions
may be inappropriate for the current circumstances. The auditor
should refer to the AICPA Guide for the Use of Real Estate
Appraisal Information, which addresses the auditor’s understanding
of the real estate appraisal process and the auditor’s use of real
estate appraisal information.
•
Outdated or unreliable financial information. Financial information
should be current and complete, particularly for borrowers who are
sensitive to cyclical fluctuations or who demonstrate significant
growth or changes in operating philosophy and markets.
•
Excessive renewals or unrealistic terms, or reliance on “current” or
“performing as agreed” status. Excessive renewals, unrealistic
terms, and interest capitalization may be indications of a transac
tion that has been structured to obscure weaknesses.
•
Overlooking self-dealing of directors who improperly use their posi
tion to obtain excessive extensions of credit.
•
Dependence on management representations, or undue reliance on
management representations when there is no supporting evidence.
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6.53 A credit union’s management is responsible for summarizing and
documenting its evaluation of the loan portfolio’s collectibility. The auditor
should review management’s documentation and consider whether manage
ment has incorporated such factors as changes in the nature and volume of the
portfolio; overall portfolio quality; loan concentration; trends in the level of
delinquent and classified loans; specific problem loans, leases, and commit
ments; and current and anticipated economic conditions that may affect the
borrower’s ability to pay. It is important to consider current relevant data in
evaluating the allowance rather than considering the loan-loss exposure only
from a historical viewpoint. The auditor should also review subsequent events
and transactions occurring after the statement-of-financial-condition date
through the completion of fieldwork.
6.54 Although the entire allowance for loan losses is available for losses,
the allowance typically consists of the following components:
•
A specific portion for specifically identified doubtful or troubled
loans.
•
A specific portion for pools of loans (for example, consumer loans
and credit card loans).
•
A specific portion for pools of classified loans.
•
A general portion for all other loans.

6.55 For loans not subject to the provisions of FASB Statement No. 114,
normally, a range of loss or an estimated loss percentage is associated with
each component or with each segment within a component. The percentage is
then applied to the components or segments to determine the estimate of loss
for each. Tests should be performed to provide reasonable assurance that loans
are not included in more than one component or segment or improperly
excluded from a component or segment. The estimated losses associated with
the individual components are then accumulated to obtain the total allowance
for loan losses.

6.56 The amounts provided for individual loans and pools of loans should
be supplemented by a general portion for inherent losses. That amount should
be based on judgments regarding risk of misstatement in the specific allowance
for individual loans and pools of loans, exposures existing in the loan portfolio,
and other relevant factors. Accordingly, the allowance for loan losses should be
adequate to cover specifically identified loans, as well as loans and pools of
loans for which losses have been incurred at the statement-of-financial-condi
tion date but are not identifiable on a specific loan-by-loan basis.
6.57 The auditor should consider whether management’s calculation of
the allowance for loan losses is within a range that is acceptable to the auditor
given the auditor’s preliminary judgment about materiality levels and the
amount considered material to the allowance. If the calculation is outside the
acceptable range, the auditor should request that management provide addi
tional information that the auditor can use to reassess the evaluation. If
management’s calculation is still outside the acceptable range, the auditor
should advise that management make an appropriate adjustment. If manage
ment fails to make an appropriate adjustment, the auditor should qualify the
opinion or express an adverse opinion, depending on the materiality of the
difference between management’s calculation and the closest end of the range
the auditor believes is best supported by the audit evidence.
6.58 Credit unions should not base the justification of a lower allowance
for loan losses on the maintenance of the regular reserve. Regulators have
historically stated that the regular reserve has been established to cover loan
losses. Although this may be true in a technical sense, the regular reserve
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constitutes an appropriation of undivided earnings and should not be consid
ered in determining the adequacy of the allowance for loan losses.
6.59 Some credit unions record a provision for loan losses equal to what
would normally be transferred to the regular reserve from undivided earnings.
Since the regular reserve may be reduced by the amount equal to the provision
made, no regular reserve transfer is effectively made. The consequences of
these actions may result in an overstatement of the allowance account. A
credit union’s allowance may be materially overstated due to strict adherence
to this process.

Regulatory Compliance

6.60 During their examinations of credit unions, regulators assess whether
the credit union’s allowance is adequate, since failure to maintain an adequate
allowance is considered an unsafe and unsound business practice. However, the
amounts determined by management and the regulatory examiners may differ
due to the subjectivity involved in estimating the amount of the allowance and
the methods used in calculating the allowance.
6.61 For regulatory purposes, credit unions have historically used either
the experience method or the adjustment method to calculate their allowance
for loan losses. In July 1992, the NCUA issued Accounting Bulletin No. 92-1,
which provides guidance to credit unions for establishing and maintaining the
allowance for loan losses. The allowance required by Accounting Bulletin No.
92-1 is conceptually the same as the allowance that would be reported under
GAAP. Although the application of the NCUA’s methods may or may not
result in substantially the same allowance as management’s estimate for the
allowance, management should report an allowance in the financial statements
prepared under GAAP that is adequate to cover all estimated losses incurred
at the statement-of-financial-condition date in the loan portfolio.
6.62 In EITF Issue No. 85-44, Differences between Loan Loss Allowances
for GAAP and RAP, the FASB’s EITF reached a consensus that different loan
loss allowance amounts could be recorded under regulatory accounting princi
ples (RAP) and GAAP, since the amounts computed by preparers of financial
statements and regulators may differ due to the subjectivity involved in
estimating the amount of loss or the use of arbitrary factors by regulators.
However, the auditor should be particularly skeptical in the case of GAAP/
RAP differences and must justify them based on the particular facts and
circumstances.

[The next page is 75,103.]
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Chapter 7

Mortgage-Banking Activities
Introduction
7.01 Growing numbers of credit unions are engaging in mortgage-banking
activities. Such activities consist primarily of the origination or acquisition of
loans for resale to secondary market investors and the subsequent servicing of
loans. Loans can be grouped together and sold outright or pooled and securi
tized with or without the guarantee of a federally sponsored agency. Securi
tization and guarantee by agencies such as FHLMC, GNMA, DVA, and
FNMA significantly enhance the marketability of loans. Such agencies act as
both guarantors and investors. With the development of securitized mortgage
loan instruments such as mortgage-backed securities, collateralized mortgage
obligations, and other mortgage securities, federal agencies have shifted their
emphasis from merely holding loans to developing and supporting mortgage
instruments that are highly liquid and attract broader interest in the secon
dary market.
7.02 Access to the secondary mortgage market can be an important
source of liquidity for credit unions. Selling loans in the secondary market can
affect the ability of credit unions to meet their liquidity needs by generating
funds for additional loans and by earning income from servicing fees. To
remain competitive, credit unions have developed increasingly rate-sensitive
deposit bases. The resultant proliferation of variable-rate funding structures
and their use to finance long-term, fixed-rate assets has resulted in signifi
cantly increased exposure to loss in rising interest rate environments. The
ability to generate mortgage loans for resale provides credit unions with an
alternative source of funds. In addition, access to the secondary market
provides credit unions with opportunities to restructure their existing longerterm portfolios in response to changes in their funding structures.
7.03 When loans are originated for resale, the origination process includes
not only finding an investor for the loans originated but also preparing loan
documents that meet the investor’s requirements. When loans are originated
for resale to government agencies as well as to other private investors,
compliance with specific standards governing documentation, appraisal, mort
gage insurance, loan terms, and borrower qualifications is normally required.
Investors typically review underlying documentation prior to consummation
of the loan sale. Individual loans that fail to meet specified criteria are
eliminated from the pool of loans eligible for sale. If exceptions cannot be
corrected, alternative investors may have to be found or the loans may have to
be transferred to the credit union’s loan portfolio. In some cases, underwriting
exceptions identified subsequent to the sale of loans may subject the originat
ing credit union to additional recourse risk if the borrower defaults on the loan.
7.04 The extent to which loans are originated for resale differs among
credit unions. Factors that influence the nature and extent of mortgage
banking activities in individual credit unions include liquidity, interest rate
exposure, management policy, and capital considerations. Some credit unions
may manage their interest rate risk positions by selling all fixed-rate loans
they originate, while others may originate a variety of both fixed- and
variable-rate loan products for resale.
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Loan Servicing
7.05 When participations in loans are sold, the selling credit union often
retains the servicing of the loans. When whole loans are sold, the selling credit
union may or may not retain the servicing. Loan-servicing arrangements
generally provide for the servicing credit union to maintain all records related
to the servicing agreement, to assume responsibility for billing and collecting
periodic payments, and to perform all other activities necessary to the loan
servicing function.
7.06 Serviced loans may be originated by the servicing credit union itself
or by other financial institutions. When servicing mortgages for service agents
such as GNMA, FNMA, or FHLMC, credit unions must meet certain mini
mum net-worth requirements. Inability to meet the requirements may result
in termination of the service contracts.
7.07 Credit unions that service loans receive a servicing fee as compensa
tion. Such fees are normally expressed as a percentage of the principal balance
of the outstanding loans and are recognized over the life of the loans as
payments are received. In addition to generating fee income, servicing rights
have intrinsic value because of the servicer’s ability to invest the “float” that
results from payments that are received from borrowers but are not yet passed
on to the owners of the loans. Other intrinsic-value components of servicing
rights include ancillary income, such as late-payment charges and prepayment
charges.

Accounting Principles: Measurement and Disclosure
Loans Held for Sale
7.08 FASB Statement No. 65 provides guidance on accounting for mort
gage loans held for sale and loan sales. Mortgage-backed securities held for sale
in conjunction with mortgage banking activities should be classified as trading
securities and reported at fair value in conformity with FASB Statement No.
115. FASB Statement No. 65 prescribes that mortgage loans held for sale
should be reported at the lower of cost or market value, determined as of the
statement-of-financial-condition date, and that either the aggregate or individ
ual loan basis may be used in determining the lower of cost or market value for
each type of loan. The amount by which the cost of such loans exceeds market
value should be accounted for as a valuation allowance.
7.09 FASB Statement No. 65 also provides guidance on determining the
market value of mortgage loans held for sale. The Statement prescribes that
the market value of committed loans and uncommitted loans be determined
separately as follows:
•
Committed loans should be valued based on actual commitment
prices. The contractual service fee should be valued in accordance
with FASB Statement No. 65. Use of the value of loan-servicing
rights to offset or eliminate unrealized valuation losses should be
considered only if a fixed contract exists for the sale of servicing on
identifiable loans held for sale.
•
Uncommitted loans should be valued based on the market in which
the credit union normally operates (for example, servicing retained
or released):
(1) Commitment prices, to the extent the commitments clearly
represent market conditions at the balance sheet date

AAG-CRU 7.05

B-88

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

40 8-94

Mortgage-Banking Activities

•
•

75,105

(2) Market prices and yields sought by the mortgage banking
enterprise’s normal market outlets
(3) Quoted GNMA security prices or other public market quota
tions for long-term mortgage loan rates
(4) FHLMC and FNMA current delivery prices
Changes in the valuation allowance should be included in the deter
mination of the net income of the period in which the change occurs.
Loans that are to be transferred from loans held for resale to long
term investments should be valued at the lower of cost or market at
the transfer date.

Sales of Loans
7.10 The objectives of accounting for sales of loans are to recognize the
economic gain or loss from the transaction in the period of sale and to avoid
recognition of income or expenses attributable to future periods. Consequently,
when loans are sold outright and are not to be serviced by the selling credit
union, the gain or loss is measured by calculating the difference between the
selling price and the carrying amount of the loans sold (less applicable
deferred loan fees and costs, premiums and discounts, and related allowances,
if any).

7.11 Variable-rate loans are generally sold at stated rates, with gain or
loss measurement based on a premium or discount on the face value of the
portfolio to be sold. Fixed-rate loans are generally sold at a discount or
premium to provide a specified yield to the investor, and the corresponding
gain or loss is based on the difference between the actual or stated yield of the
loans to be sold and the contractual yield to the investor. The stated yield on a
pool of loans is the calculated weighted average interest rate for that pool.
7.12 If loans are sold with servicing retained, and the servicing-fee rate
differs materially from a normal servicing-fee rate (see FASB Statement No.
65 and FASB Technical Bulletin No. 87-3), the sales price should be adjusted,
for purposes of determining gain or loss on the sale, to provide for the
recognition of a normal servicing fee in each subsequent year. The amount of
the adjustment is the difference between the actual sales price and the
estimated sales price that would have been obtained if a normal servicing-fee
rate had been specified (excess servicing). FASB EITF Issue No. 88-11 states
that the difference between the normal and stated servicing fees, if any, over
the estimated life of the loan should be calculated using prepayment, default,
and interest rate assumptions that market participants would use for similar
financial instruments and should be discounted using an interest rate that a
purchaser unrelated to the seller of such a financial instrument would demand.
Therefore, the discount rate should be comparable to the rate on similar
financial instruments (for example, interest-only strips), and should reflect the
risks associated with the asset. Prepayment estimates should be based on the
prepayment experience for similar instruments. Prepayments of the underly
ing loans directly affect the asset or liability valuation and should be evalu
ated continually to ensure that amortization is appropriate. For loans
accounted for at amortized cost, the carrying amount is generally the out
standing principal balance less such adjustments as purchase premium or
discount and net deferred loan fees or costs. Once a decision has been made to
sell loans, they should be carried at the lower of cost or market value. Gains,
however, should not be recognized before the closing of the sale, that is when
title and all risks and rewards have been irrevocably passed to the buyer and
there are no significant unresolved contingencies, except as provided for in
AICPA Audit and Accounting Guides
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FASB Statement No. 77, Reporting by Transferors for Transfers of Receiv
ables with Recourse.
7.13 FASB Technical Bulletin No. 87-3 provides additional guidance on
accounting for mortgage-servicing fees and rights. The FASB’s EITF has also
reached consensuses on a variety of mortgage-banking issues, including sales of
participations and implications of prepayments for the valuation of deferred
loan sale premiums. Because of the complexity and variety of the issues
associated with loan sale transactions, current FASB pronouncements should
be consulted when a credit union’s financial statements include loan sale
transactions.

Sales of Loans With Recourse
7.14 Credit unions sometimes sell loans to government agencies or private
investors on a with-recourse basis. Such transactions may be entered into to
deliver loans into a particular investor’s commitment program, to obtain
better prices, or both. Because of the continuing risk of delinquency and
foreclosure, managements of credit unions that enter into such transactions
should carefully evaluate potential contingent liabilities with respect to such
loans. Chapter 5 and FASB Statement No. 77 provide guidance on accounting
for sales of loans with recourse. EITF Issue No. 92-2, Measuring Loss Accruals
by Transferors for Transfers of Receivables with Recourse, states that obliga
tions recorded by a transferor under the recourse provisions relating to the
transfer of a receivable should include all probable credit losses over the life of
the receivable transferred and not only those measured and recognized under
FASB Statement No. 5, Accounting for Contingencies.
Servicing Rights
7.15 Contractual rights to service loans represent significant assets for
many credit unions. Internally originated servicing rights (those relating to
loans originated by the credit union) are not reflected on a credit union’s
statement of financial condition. Purchased servicing rights, however, are
recognized. Servicing rights have significant value and are readily marketable.
Thus, a credit union’s portfolio of servicing rights represents a potential source
of earnings and capital.
7.16 Servicing rights may be purchased or sold either separately or as
part of the purchase or sale of loans. Sales of servicing rights relating to loans
previously sold may be recognized in income provided that conventional
revenue-recognition principles permit doing so and that appropriate agencies
have approved transfer of the servicing rights. Sales of servicing rights relating
to loans that are retained should not be recognized in income at the time of
sale. The proceeds from such sales should be accounted for in a manner similar
to loan discounts and accreted into income using the interest method, with
resulting gains and losses recognized as adjustments to the yield of the related
loans.

Purchased Servicing Rights
7.17 Purchased servicing rights should be capitalized and amortized
against future service fee income. When servicing rights are purchased, the
amount capitalized represents the buyer’s estimate of the present value of the
future net servicing-fee revenue stream. The valuation process involves mak
ing assumptions about the expected life of the loans and related outstanding
average principal balances, anticipated delinquencies and foreclosure losses,
* The FASB has a project underway to address capitalization of servicing rights. Readers
should be alert for any final pronouncements issued.
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estimated escrow balances, and other factors. Since the actual revenue stream
will usually differ from that estimated in valuing the rights purchased, it is
extremely important that the recoverability of purchased servicing rights be
evaluated periodically.
7.18 FASB Statement No. 65 and FASB Technical Bulletin No. 87-3
provide guidance on the accounting treatment of servicing rights acquired in a
purchase of loans. FASB EITF Issue Nos. 85-13, Sale of Mortgage Service
Rights on Mortgages Owned by Others, 86-38, Implications of Mortgage
Prepayments on Amortization of Servicing Rights, and 86-39, Gains from the
Sale of Mortgage Loans with Servicing Rights Retained, provide further
guidance on valuing purchased servicing rights, implications of prepayments,
and the impact on the carrying amount of purchased servicing rights of gains
on the subsequent sale of underlying loans.

Sales of Servicing Rights
7.19 In general, three to six months elapse between entry into a contract
to sell servicing rights and actual delivery of the loan portfolio to be serviced.
These delays may result from the purchaser’s inability to accept immediate
delivery, the seller’s inability to immediately transfer the servicing records
and loan files, difficulties in obtaining necessary agency approval, require
ments to give advance notification of mortgagors, and other planning consider
ations. Issues relating to the transfer of risks and rewards between buyers and
sellers of servicing rights may be complex. FASB EITF Issue No. 89-5, Sale of
Mortgage Loan Servicing Rights, indicates that sales of mortgage servicing
rights should not be recognized before the closing date, that is, when title and
all risks and rewards of ownership have irrevocably transferred to the buyer
and there are no significant unresolved contingencies.

7.20 In evaluating whether significant unresolved contingencies that
would preclude recognition of a sale of servicing rights when the seller has
received cash or an adequate cash down payment and acceptable notes or
other consideration, and when the contractual title and the risks and rewards
of ownership have passed, criteria such as the following should be considered:
•
Whether the seller has received written approval from all applicable
agencies.
•
Whether the buyer is a currently approved seller-servicer, and is not
at risk of losing approved status.
•
Whether the likelihood of the rejection or return of servicing by the
buyer pursuant to the representation and warranties clauses of the
sale contract is remote. Accordingly, the pool should be eligible for
transfer, and the seller’s underwriting/documentation review and
servicing procedures should be adequate to ensure transfer. In
addition, due diligence procedures should have been completed by
the buyer and the initial approval of transfer should have been
received by the appropriate approving agency. Finally, the buyer
should be able to return the servicing right only because it does not
meet agreed-upon standards and not because the loan defaulted or
was prepaid subsequent to closing.
•
In the event of a sale in which the seller finances a portion of the
sales price, whether an adequate nonrefundable down payment
necessary to demonstrate the buyer’s commitment to pay the re
maining sales price has been received, and whether the note receiva
ble from the buyer provides full recourse to the buyer. Nonrecourse
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notes or notes with limited recourse (such as to the servicing) are not
acceptable.
Temporary servicing performed by the seller for a short period of time should
be compensated for in accordance with a subservicing agreement that provides
a normal subservicing fee. Any benefits related to escrow deposits held by the
seller during the temporary servicing period should accrue to the buyer.

7.21 Servicing rights may be purchased by brokers or investment bankers
who intend to seek buyers for the rights. Although such purchases are noncan
celable, approval of transfer of the rights is not requested by the seller until
the broker enters into a transaction with the third-party purchaser. Thus, such
transactions should generally be characterized as financing transactions. A
sale has not occurred until an approval of transfer of rights has been re
quested, even though other contingencies are resolved. FASB EITF Issue Nos.
87-34, Sale of Mortgage Servicing Rights with a Subservicing Agreement, 89-5,
and 90-21, Balance Sheet Treatment of a Sale of Mortgage Servicing Rights
with a Subservicing Agreement, provide additional guidance.

DVA No-Bids and Private Mortgage Agencies
7.22 Historically, the DVA paid lenders 100 percent of the outstanding
debt on defaulted loans that they guaranteed. In return, the lenders turned
the borrowers’ houses over to the DVA, which would dispose of them. The DVA
has the option of guaranteeing the lesser of 60 percent of a loan’s original
balance or $27,500, leaving the property with the lender if that is less costly
for the agency. Called a “no bid” option, this practice was seldom used,
especially since inflation pushed up housing prices during the late 1970s and
early 1980s. However, as inflation began to slow and the costs of carrying
foreclosed houses began to rise, the DVA began to invoke the no-bid option.
The amount of no-bid activity has increased sharply in the last few years.
Particularly hard hit have been mortgage lenders in economically depressed
areas, such as energy-producing and agricultural regions of the United States.
Credit unions may also incur losses due to the uncollectibility of receivables
from other government programs such as the FHA, the GNMA, or the
FHLMC, or from insolvent private mortgage insurers.
7.23 With the increased risk of foreclosure losses (including unrecoverable
interest advances; foreclosure costs such as attorney’s fees, inspections, and so
forth; and the implicit cost to carry the asset until ultimate sale), the
evaluation of loss allowances on DVA and privately insured mortgage loans
has become increasingly difficult. Credit unions involved in mortgage-banking
activities should write down properties to fair value at the time of actual or in
substance foreclosure. After foreclosure, such properties should be carried at
the lower of (a ) fair value less estimated costs to sell or (b) cost. Chapter 10
provides further guidance on accounting for foreclosed real estate, and chapter
6 provides guidance on accounting for the collectibility of real estate loans.

Financial Statement Presentation
7.24 Loans held for sale should be presented separately on the face of the
statement of financial condition and should be reported at the lower of cost or
market value. Mortgage-backed securities held for sale in conjunction with
mortgage banking activities should be classified as trading securities and
reported at fair value in conformity with FASB Statement No. 115. The
amount of aggregate gains or losses on sales of loans (including adjustments to
record loans held for sale at the lower of cost or market value) should be
presented on the face of the statement of income. The notes to the financial
statements should disclose the following:
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The method used in determining the lower of cost or market value of
mortgage loans (that is, aggregate or individual loan basis)
The amount of the servicing portfolio maintained by the credit
union
The amount capitalized during the period in connection with acquir
ing the right to service mortgage loans
The method of amortizing the capitalized servicing rights
The amount of amortization related to capitalized servicing rights
for the period
A rollforward of deferred loan sale premium or discount activity
(normal amortization, amortization due to changes in prepayment
assumptions, changes due to loan sale activity, and so on) for each
year of operations presented
The nature and extent of any recourse provisions caused by, for
example, borrower default or technical underwriting exceptions asso
ciated with both the credit union’s servicing portfolio and the loans
that the credit union may have subsequently sold
The amount of aggregate gains on sales of servicing included in
operations
A rollforward of purchased servicing activity (purchases, sales and
amortization, and so forth) for each year of operations presented
The nature and extent of off-balance-sheet escrow accounts

Audit Objectives and Procedures
Audit Objectives
7.25 Audit objectives and procedures for loan origination and underwrit
ing are discussed in chapter 5. The objectives of auditing other mortgage
banking activities are to obtain reasonable assurance that—
•
Loans held for sale exist and are the property of the credit union.
•
Loans held for sale are valued, classified, described, and disclosed in
the financial statements in accordance with generally accepted
accounting principles.
•
Escrow advances are properly recorded and collectibility is reasona
bly assured.
•
Gains and losses on the sale of loans or related servicing rights are
properly measured, recorded, and disclosed in accordance with gen
erally accepted accounting principles.
•
Deferred loan sale premiums or discounts and purchased servicing
rights are presented at recoverable amounts.
•
Proper title has passed to the holder of purchased servicing rights.
•
Allowances for possible losses associated with servicing responsibili
ties, sales with recourse, or other factors are adequate.

Planning Considerations
7.26 In developing an audit strategy for the mortgage-banking activities
of a credit union, the auditor should obtain an understanding of the mortgage
banking activities in which the credit union is engaged. The auditor should
inquire about how the mortgage-banking activities relate to management’s
objectives for managing interest rate risk and enhancing liquidity. In ob
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taining an understanding of the mortgage-banking activities in which the
credit union is engaged, the auditor should consider the extent to which loan
losses can be sustained to restructure existing long-term, fixed-rate portfolios,
and the extent to which securitization, recourse provisions, and other negotia
ble loan sale terms can be negotiated to maximize price and minimize risk.
The auditor also should inquire about the reporting systems used by manage
ment to account for mortgage-banking activities, and should consider whether
management has sufficient data to evaluate loan sale transactions, identify
loans held for sale, and track mortgage loan commitments and applications.
Such information is usually needed to manage risks arising from mortgage
banking activities.

7.27 Credit unions acting as servicers of loans have a fiduciary responsi
bility to third-party investors. Failure to meet these responsibilities may result
in contingent liabilities that could have a material effect on a credit union’s
financial statements. When servicing mortgages for service agents such as
GNMA, FNMA, and the Department of Housing and Urban Development
(HUD), credit unions must meet certain minimum net-worth requirements.
Failure to meet such requirements could result in termination of the service
contracts. The auditor should consider whether a credit union’s servicing
systems ensure proper controls over investor and escrow accounts. The auditor
also should consider the potential for contingent liabilities associated with
noncompliance with investor-servicing requirements.

Internal Control Structure
7.28 The discussions of internal control structure policies and procedures
in chapters 5 and 6 are also relevant to mortgage-banking activities.
7.29 Policies and Procedures. Examples of typical internal control struc
ture policies and procedures relating to mortgage-banking activities include—
•
Use of a quality control or internal audit function to monitor
underwriting and documentation practices.
•
Executive management review of open and pending commitments
and strategies to minimize exposure to changing interest rates.
•
Periodic reconciliation of cash receipts and payments applied to the
servicing (investor and escrow) system.
•
Periodic reconciliations of custodial accounts. (The frequency of
reconciliation should be determined by the level of account activ
ity.)
•
Periodic reconciliation of servicing fees received to servicing fee
income recorded in the general ledger.
•
Periodic evaluation of the recoverability of deferred loan sale pre
mium, purchased servicing values, and other capitalized costs.

Tests of Controls
7.30 After obtaining an understanding of internal control structure poli
cies and procedures related to mortgage banking activities, the auditor may
conclude that the policies and procedures that have been placed in operation
are likely to be effective and that audit efficiency can be improved by
assessing control risk at below the maximum. Tests of controls that may be
used to obtain evidence to support such an assessment include—
•
Reviewing custodial account reconciliations and supporting docu
mentation to ensure that all activity is processed and cleared cur
rently.

AAG-CRU 7.27

B-94

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

40 8-94

Mortgage-Banking Activities

75,111

Selecting a sample of delinquent loans serviced and considering
whether collection and follow-up procedures are performed on a
timely basis and are in accordance with investor requirements.
Examining loan documentation (see chapter 5).

Substantive Tests

7.31 The auditor should determine the nature, timing, and extent of
substantive tests based on his or her assessment of inherent and control risks.
The scope of audit procedures for mortgage-banking activities is also affected
by regulatory matters and the need to provide special-purpose reports to
investors. Substantive tests that the auditor should consider include—
•
Selecting a sample of borrower remittances and testing allocation of
payment amounts to income, principal, escrow, and service fee
accounts.
•
Reviewing and testing the documentation supporting custodial/
escrow and investor account reconciliations. Custodial accounts may
be off-balance-sheet accounts. Accordingly, the auditor may need to
select custodial accounts from records independent of the general
ledger. In this case, the auditor may need to perform separate tests
of the completeness and accuracy of custodial records.
•
Evaluating the propriety of loan classifications to determine that all
loans held for sale within the loan portfolio are properly identified.
The auditor should consider management policy and practices (for
example, previous loan sale activity, types of loans sold, transactions
subsequent to year-end, and pending contracts), and whether man
agement has the ability and intent to hold the loans classified as
investments for the foreseeable future or until maturity.
•
Reviewing the documentation and recalculating the amounts sup
porting the measurement of lower-of-cost-or-market valuation for
loans held for sale.
•
Confirming a sample of individual loan accounts serviced for inves
tors. The confirmation should include escrow balances, interest and
principal due, and other pertinent loan terms.
•
Selecting a sample of loan sales made during the period and review
ing investor contracts to evaluate whether excess and normal servic
ing fees, sale-versus-financing treatment, and so on, have been
treated properly.
•
Recalculating a sample of loan sale transactions to ensure proper
calculation of weighted average rates and corresponding gains or
losses.
•
Analytically projecting service fees for comparison with service fees
reported in operating income for the period.
•
Analyzing prepayment data used by management to calculate de
ferred loan sale premiums at sale date and the systems used to
update prepayment data over time for actual prepayment experi
ence, selecting a sample of loan pools sold in prior periods, and
comparing the actual current loan balance with estimates.
•
Evaluating the adequacy of allowances for servicing and escrow
advances. Some investors require that contractual interest and prin
cipal be remitted to them by the servicer regardless of member
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performance. Advances of such amounts are frequently made in
anticipation of borrower performance and must be tracked on an
individual basis to limit exposure to uncollectible advances.
For purchased servicing rights and excess servicing fees, reviewing
the assumptions used in the valuation process, considering their
current reasonableness, and evaluating the effect of changes in
assumption or recoverability.
Evaluating the adequacy of the allowance for loan losses because of
recourse provisions and the DVA no-bid options. Loan sale/servicing
agreements generally address recourse provisions and should be
reviewed for all substantial investors to ensure that portfolios sold
with recourse are included in reserve adequacy considerations.
Chapter 6 provides further guidance on testing the allowance for
loan losses.

[The next page is 75,115.]
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Chapter 8
Members' Share and Savings Accounts
Introduction
8.0 1 The principal source of funds for credit unions are members’ share
accounts and savings deposits. The members of a credit union are also its
owners. The deposits of the owner-members are referred to as “share accounts”
and the interest paid on the accounts is referred to as a “dividend.” Histori
cally, the regular share account was the primary form of members’ savings
accounts. Other types of deposits—including share drafts (or checking ac
counts), money market accounts, share certificates of deposit, and individual
retirement accounts (IRAs)—have become an increasingly larger portion of
the total deposits with credit unions. Some credit unions permit nonmembers
to deposit funds subject to certain restrictions.

8.0 2 The major types of interest-bearing savings accounts are demand
and time deposits and include the following:

•

Demand Deposits

— Regular shares represent deposits that are normally available to
the depositor-member without prior notice of intent to with
draw.

— Share draft accounts (or checking accounts) represent deposits
that may be withdrawn through the use of drafts (checks).

Access to funds in both regular share and share draft accounts can
often be accomplished through ATM transactions and preauthorized
payment transactions. Deposits can often be made through direct
deposit of payroll and other checks and through ATM transactions.

•

— Money market accounts represent deposits on which interest is
paid at a variable rate based on yields on securities traded in
other specified financial markets. Such accounts frequently
require a minimum balance and offer higher rates of interest
than do other demand deposit accounts, and may have limits on
the number of transfers or withdrawals permitted over specified
periods.
Time Deposits

— Share certificate of deposit accounts are deposits evidenced by a
certificate that must be held for a minimum amount of time
and may contain a provision for assessment of an interest
penalty for early withdrawal.
— IRAs are accounts designed to provide members with a vehicle
for retirement savings and to provide tax benefits for certain
contributions to, and interest earned on, the account.
8.03 Within the foregoing categories, certain accounts may become inac
tive or dormant with the passage of time. Such accounts are classified as
dormant at the discretion of the individual credit union or in accordance with
state laws or regulations. After a specific period of inactivity, as determined
by the state in which the credit union is located, the deposits must be
escheated to the state rather than remain on deposit with the credit union.
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Accounting Principles: Measurement and Disclosure
8.04 Disclosures that credit unions should make related to members’
share and savings accounts include—

•

Major types of interest-bearing and non-interest-bearing deposits by
interest rate ranges.

•

The weighted average interest rates at which the credit union paid
interest on deposit accounts and the related deposit balances at
year-end. Typically, this information is presented by type of deposit.

•

Contractual maturities of time deposits, specifying balances matur
ing for each of the five years following the date of the most recent
statement of financial condition being presented and thereafter.

•

The amount of securities or mortgage loans pledged as collateral for
certain deposits.

•

Income from early withdrawal penalties, if material.

•

Demand accounts that are overdrawn, which should be included
with loans. The overdrafts should be evaluated for collectibility as
part of the allowance for loan losses. If material, deposits received
from related parties should be disclosed.
The aggregate amount of accounts over $100,000.

•
•

The means by which interest rates are determined by the board of
directors.

•

The priority of other liabilities over shares in claims against the
assets of the credit union.

•

Restrictions on the payment of interest.

Credit union management should also consider disclosing dividend expense by
type of account.

Financial Statement Presentation
8.05 Federal credit unions are required to report members’ shares as
equity for regulatory purposes. Generally accepted accounting principles re
quire that all member deposit accounts of credit unions, including member
shares, be reported as liabilities in the statement of financial condition. It
must be unequivocal on the face of the statement of financial condition that
deposit accounts are a liability. The statement of financial condition must
either (a ) present deposit accounts as the first item in the liabilities and
equity section or (b) include deposit accounts within a captioned subtotal for
total liabilities. An unclassified presentation whereby all liabilities and equity
are shown together under one subheading and savings accounts are presented
as the last item before retained earnings is not an acceptable presentation. The
interest paid or accrued on these accounts, commonly referred to as “divi
dends,” should be reported as an expense on the statement of income, and the
amount of interest payable to members should be included as a liability in the
statement of financial condition. This is the same position that the FASB’s
EITF took in EITF Issue No. 89-3, Balance Sheet Presentation of Savings
Accounts in Financial Statements of Credit Unions.
8.06 FASB Statement No. 107 requires disclosure of the fair values of
financial instruments including liabilities. Paragraphs 4.28 through 4.32 de
scribe the required disclosures.
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Audit Objectives and Procedures
Audit Objectives
8.07 The objectives of auditing members’ share and savings deposits are
to obtain reasonable assurance that (a ) members’ shares and savings accounts
include all such liabilities of the credit union and reflect all transactions for
the period and (b) the accounts are valued, classified, described, and disclosed
in accordance with generally accepted accounting principles.

Internal Control Structure

8.08 An effective internal control structure should include policies and
procedures to (a ) ensure that deposits are accepted in accordance with
established policies, (b) prevent and detect errors in the processing of account
ing information for deposits, and (c ) ensure that deposits are monitored on an
ongoing basis and that expense recognition and the carrying amount of
liabilities are analyzed periodically to determine whether adjustments are
necessary.
8.09 Examples of typical internal control structure policies and proce
dures relating to deposits include the following:
•
The detail subsidiary ledgers are reconciled to the general ledger on
a periodic basis. This includes interest accruals as well as the deposit
principal balances.
•
Appropriate individuals—typically, officers or supervisory employ
ees—are assigned responsibility for approving unposted holdover
items, overdrafts, return items, and activity on dormant accounts.
•
Files, ledger cards, canceled checks, deposit tickets, and signature
cards are adequately protected. These items are typically main
tained in fireproof containers, and access is restricted to appropriate
personnel. In addition, the supplies (typically prenumbered) of
unissued certificates of deposit are maintained under dual control
•
Duties related to deposits are adequately segregated. Persons re
sponsible for opening new accounts and issuing certificates should
not have access to the accounting records. Accounting personnel
should not have processing duties or access to unissued certificates.
•
Statements of account activity are mailed to the depositor on a
regular basis. Returned statements are properly controlled, and
adequate follow-up is performed.
•
Appropriate controls exist over wire transfers and the propriety of
the subsidiary ledgers (see paragraphs 3.11 and 3.12).
•
An appropriate individual is assigned to review activity in employee
accounts for unusual or unauthorized transactions.
Tests of Controls

8.10 Specific procedures that the auditor should consider performing to
test the operating effectiveness of internal control structure policies and
procedures related to members’ deposits include—
•
Observing, or otherwise obtaining evidence of, controls over origina
tion of and access to signature cards.
•
Observing, or otherwise obtaining evidence of, controls over origina
tion of and access to mailing address files.
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Observing, or otherwise obtaining evidence of, controls over mail
receipts.
Testing compliance with policies regarding early-withdrawal-pen
alty interest recognition.
Reviewing reconciliations to determine that they are performed
periodically and are reviewed and approved by an appropriate
individual and that reconciling items are cleared in a timely man
ner.
Observing, or otherwise obtaining evidence, that there is adequate
segregation of duties.
Obtaining evidence that an appropriate individual reviews activity
in employee accounts.

Substantive Tests
8.11 The auditing procedures typically employed to audit members’ share
and savings deposit accounts are primarily substantive in nature because of
the requirements of the NCUA (discussed below) and other regulators. The
auditor may decide to perform certain of these audit procedures at an interim
date. Before doing so, however, the auditor should assess whether the incre
mental audit risk can be adequately controlled. SAS No. 45, Omnibus State
ment on Auditing Standards—1983, “Substantive Tests Prior to the BalanceSheet Date,’’ paragraphs 5 through 7, provides guidance in making the
assessment.

8.12 Confirmation. SAS No. 67 provides guidance about the confirmation
process in audits performed in accordance with GAAS. Confirmation of deposit
account balances provides evidence of existence and accuracy. The extent and
method of selection and evaluation are left to the auditor's judgment. Auditors
of financial statements of credit unions may use either positive or negative
forms of confirmation requests to confirm members’ share and savings depos
its. However, SAS No. 67 places certain limitations on circumstances in which
negative confirmation requests can be used, which are described in chapter 5.

8.13 It should be noted that one of the explicit duties of a federally
insured credit union’s supervisory committee is to perform a verification of the
members’ accounts. The rules set forth by the NCUA require that the
verification be made using either of the following methods: (a ) a controlled
verification of 100 percent of members’ share and loan accounts or (b) a
controlled random statistical sampling method that accurately tests sufficient
accounts in both number and scope to provide assurance that the general
ledger accounts are fairly stated and that members’ accounts are properly
safeguarded. The sampling procedure must provide each member account with
an equal chance of being selected.
8.14 Records of those account verifications must be maintained and
retained until the next verification of members’ accounts is completed for
regulatory purposes.
8.15 SAS No. 39 provides that either statistical or nonstatistical sam
pling, when properly applied, can provide sufficient evidential matter in
performing audits in accordance with GAAS. Consequently, in auditing the
financial statements of federally insured credit unions in accordance with
GAAS, auditors are not prohibited from confirming accounts using nonstatisti
cal sampling methods; however, because coordination of the confirmation
process for GAAS and supervisory committee audit purposes is normally
desired by the supervisory committee, statistical sampling methods that
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comply with NCUA rules and regulations are frequently used in confirming
the accounts. Regardless of which type of audit sampling technique (statistical
or nonstatistical) is used, the population from which the sample of balances is
selected for confirmation should include both dormant accounts and accounts
closed during the audit period. If a nonstatistical sampling method is used, the
auditor may consider stratifying the population in order to cover a greater
number of large and unusual accounts.

8.16 Confirmation requests generally should be prepared as of the date
selected for performing other auditing procedures for the corresponding subsid
iary ledgers. The auditor also should ascertain that the account information to
be confirmed and tested actually represents the data on which the financial
statement amounts are based. Therefore, the auditor should agree the subsidi
ary ledger records for member deposits to the general ledger control accounts,
test the ledgers for mathematical accuracy, and test the reconciliation of its
subsidiary totals to the general ledger balance. Reconciling items or differ
ences between the general ledger and the subsidiary ledger that may be of
particular concern are returned items, adjustment items, holdovers in depart
ments, overdrafts, and service charges. The auditor should test the subsequent
disposition of reconciling items.

8.17 Some members may have instructed the credit union that their
accounts be treated on a no-mail basis. When such accounts are selected for
confirmation, the auditor should be able to examine a written request from the
member requesting the no-mail status and should use alternative procedures to
obtain adequate evidence regarding the existence and accuracy of the account
balance. Those accounts and accounts for which confirmation requests are
returned undelivered by the post office should be subjected to alternative
procedures, such as confirmation by personal contact with the member or
review of account activity. However, the omission of alternative procedures
may be acceptable (a ) when the auditor has not identified unusual qualitative
factors or systematic characteristics related to the nonresponses, such as that
all nonresponses pertain to year-end transactions, and (b) when testing for
overstatement of amounts, the nonresponses in the aggregate, when projected
as 100 percent misstatements to the population and added to the sum of all
other unadjusted differences, would not affect the auditor’s decision about
whether the financial statements are materially misstated. If the auditor
concludes that alternative procedures are necessary but are not practicable,
the auditor should consider whether a scope limitation exists.
8.18 Tests of Interest Payable and Interest Expense. Accrued interest
payable, interest expense, and service charge income should be tested in
connection with the audit of members’ share and savings accounts. Specific
procedures the auditor should consider performing related to interest include
reconciling subsidiary records with the general ledger controls, recalculating
interest paid and accrued interest payable, and testing interest expense for a
specified period. Analytical procedures that auditors may use to test interest
include comparing interest expense for the period under audit with the
average balance of the respective interest-bearing savings accounts and com
paring the resulting yields with interest rates in effect during the period.
Service charge income should be tested to determine that the fees charged are
reasonable and are in accordance with the credit union’s policy.
[The next page is 75,123.]
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Chapter 9

Borrowed Funds and Other Obligations
Introduction
9.0 1 Like other business enterprises, credit unions sometimes borrow
money to meet their short-term operational needs. Some credit unions obtain
lines of credit from other financial institutions. The amounts that credit
unions may borrow are, in most cases, limited by regulatory authorities to a
percentage of their members’ shares and equity.
9.0

•
•

•
•
•
•
•
•

2 The following are types of borrowings available to credit unions:

Notes payable (to other financial institutions, the Corporate Credit
Union, the Central Liquidity Facility, or the Federal Reserve Bank)
Certificates of indebtedness
Promissory notes to members and nonmembers
Mortgages payable
Capital lease obligations
Federal funds payable
Letters of credit
Reverse-repurchase agreements

Certificates of Indebtedness
9.0 3 Certificates of indebtedness are a special form of time deposit and
generally bear interest at rates higher than those paid on savings accounts.
Certificates of indebtedness are generally uninsured. Unlike savings accounts,
certificates of indebtedness may be offered (“sold”) to nonmembers as well as
to members of the credit union, although the majority of such certificates are
sold to members. The higher interest rates are sometimes limited to certifi
cates held to maturity. Some credit unions impose an early-withdrawal pen
alty for certificates not held to maturity.

Mortgages Payable
9.0 4 Credit unions sometimes finance expansion programs by using tradi
tional mortgages secured by the real estate they own.

Capital Lease Obligations
9.0 5 Capital lease obligations result from financing transactions that are
structured as leases that transfer substantially all the benefits and risks
inherent in the ownership of property to the lessee, who accounts for the lease
as an acquisition of an asset and the incurrence of a liability. FASB Statement
No. 13, Accounting for Leases, and subsequent amendments provide guidance
for identifying and accounting for capital lease obligations.

Federal Funds Purchased
9.0 6 Federal funds purchased generally are one-day loans in the form of
balances at Federal Reserve Banks and commercial banks. Credit unions may
borrow federal funds on a daily basis or may loan them (federal funds sold)
when surplus funds permit such activity.
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Letters of Credit
9.0 7 Letters of credit (often referred to as “standby credits”) are versatile
instruments commonly used as a type of guarantee. They are often used in lieu
of suretyship contracts and arrangements that call for some guarantee of
performance or payment.

Reverse-Repurchase Agreements
9.0 8 Reverse-repurchase agreements (reverse repos) involve an agreement
to sell and repurchase identical securities within a specified time at a specified
price (see further discussion at paragraph 4.14).

Accounting Principles: Measurement and Disclosure
9.0 9 Significant categories of borrowings by type may be presented as
separate line items in the liabilities section of the statement of financial
condition or as a single line item with appropriate note disclosure of compo
nents. The related notes to the financial statements should describe the
principal terms of the respective agreement including, but not limited to, the
title or nature of the agreement or both, the interest rate, the payment terms
and maturity date(s), collateral, and restrictive covenants, if any. The finan
cial statements should also disclose, for each of the five years following the
date of the latest statement of financial condition presented, the combined
aggregate amount of maturities for all long-term borrowings.
9.10 FASB Statement No. 107 requires disclosure of the fair value of
financial instruments, including those representing liabilities. Paragraphs 4.28
through 4.32 describe the required disclosures.

9.11 FASB Statement No. 13 requires disclosure of information relating to
operating leases having noncancelable lease terms in excess of one year.
Information required to be disclosed includes minimum future rent payments,
minimum sublease income, and a schedule of total rental expense.
9.12 Depending on the nature of the transaction, reverse repos are
accounted for either as the sale and subsequent repurchase of securities or as a
collateralized borrowing arrangement (financing). The key factor in distin
guishing between those reverse repos that should be accounted for as sales and
subsequent repurchases of securities and those that should be accounted for as
financing arrangements is the degree of control over the future economic
benefits relating to the securities sold and reacquired by the seller-borrower. If
the securities sold are identical to the securities repurchased, the seller
borrower has retained control over the future economic benefits relating to the
security and has assumed no additional market risk (assuming there are no
provisions in the agreement to the contrary). Thus, such transactions are
generally accounted for as financing arrangements.

9.13 In accounting for reverse repos as financing arrangements, a liability
for the amount of the proceeds should be recorded at the time of sale. The
investment account should not be relieved of the collateral securities. Interest
paid to the buyer-lender during the sale and repurchase period should be
accounted for as interest expense. The difference between the selling price and
the repurchase price should be accounted for as interest expense and should be
recognized over the term of the agreement. Interest expense recognized under
these agreements should not be offset against the interest income on the
securities sold; rather, the interest should be reported on a gross basis.
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9.14 The following should be disclosed in the financial statements, or in
the notes to the financial statements, with respect to reverse-repo transactions
and agreements:
a.
Information disclosed as of the end of the period should include—
— A description of the securities underlying the agreements.
— The book value, including accrued interest, of the securities
underlying the agreements.
— The market value of the securities underlying the agreements.
— The maturity of the agreements.
— The weighted average interest rate of the agreements.
— The dollar amount of agreements to repurchase the same securi
ties.
— The dollar amount of agreements to repurchase substantially
identical securities.
— Any material concentrations at the end of the period.25 If any
material concentrations exist at the end of the period, disclosure
should be made of the credit union’s control of the securities
underlying the agreements.26 If concentrations at the end of the
period vary from those during the period, consideration should
be given to disclosing this information.
— Financial instruments with off-balance-sheet risk. FASB State
ment No. 105 requires disclosure of certain information about
financial instruments with off-balance-sheet risk. Reverse repos
accounted for as a sale have off-balance-sheet risk of loss due to
both credit risk and market risk. See the discussion of the
disclosure requirements of FASB Statement No. 105 in chapter
5.
b.
Information disclosed for the period should include—
— The maximum amount of outstanding agreements at any
month-end during the period.
— The average amount of outstanding agreements for the period.
— A statement of whether the securities underlying the agree
ments were under the credit union’s control.

Audit Objectives and Procedures
Audit Objectives

9.15 The objectives of auditing borrowed funds and other obligations are
to obtain reasonable assurance that—
25 Material concentration refers to the dollar amount of assets at risk under agreements
outstanding at the report date with any one dealer. Assets at risk is defined as the book value of
securities sold under agreements to repurchase, including accrued interest plus any cash or other
assets on deposit to secure the repurchase obligation, less the amount borrowed against it
(adjusted for accrued interest). Materiality should be considered in relation to the credit union’s
net worth as well as to its operations.
26 Control refers to the ability of the credit union to exercise legal authority over the
securities that serve as the collateral for the repurchase/reverse-repurchase agreement in the
event of default by the counterparty. The credit union’s loss exposure if it lacks control over the
collateral in a repurchase transaction is different from its loss exposure if it lacks control over the
collateral in a reverse-repurchase transaction. In a reverse agreement, the counterparty, for its
benefit, usually exercises control over the securities underlying the agreement. The credit union
has a risk of exposure to the extent that its assets that serve as the collateral exceed the amount
borrowed, including accrued interest.
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All obligations for borrowed funds have been valued, classified,
described, and disclosed in the financial statements in accordance
with generally accepted accounting principles.
All off-balance-sheet obligations (such as operating leases and guar
antees) have been identified and considered.
Interest expense and the related statement-of-financial-condition
accounts (accrued interest payable, unamortized premiums or dis
counts, and issuance costs) are properly measured and recorded, and
amortization has been computed in accordance with generally ac
cepted accounting principles.
All borrowed funds have been properly authorized and are obliga
tions of the credit union.

Planning Considerations
9.16 The auditor should consider factors that influence inherent risk
related to borrowings. Such factors might include regulatory considerations,
the existence of restrictive covenants, and the existence and adequacy of
collateral, if applicable.

Internal Control Structure
9.17 Examples of typical internal control structure policies and proce
dures relating to borrowings include the following:
•
Borrowing transactions are reviewed and approved by the board of
directors and documented in the minutes.
•
Adjustments to liability accounts are reviewed and approved by a
responsible official.
•
The long- and short-term borrowings subsidiary ledger is periodi
cally reconciled with the general ledger.
•
Reports and statements from outside entities are periodically recon
ciled with the credit union’s records.
•
Procedures are periodically performed to ensure that interest ex
pense is properly accrued and recorded.

Tests of Controls
9.18 It is generally more efficient and effective to assess control risk at
the maximum for other borrowings and to take an entirely substantive
approach to the examination of other borrowings. The auditor should, however,
obtain an understanding of relevant internal control structure policies and
procedures to plan effective substantive tests.

Substantive Tests
9.19 The auditor should obtain copies of and review documentation
supporting other borrowings and agree items to their recording in the subsidi
ary ledger to ensure that liabilities have been properly recorded. Consideration
should be given to—
•
The type of debt.
•
The maturity of the debt.
•
The underlying collateral of the debt, if any.
•
The subordination of the debt to other borrowings.
•
The existence of and compliance with debt covenants.
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9.20 Confirmation. The auditor should consider confirming pertinent
information regarding borrowings with the credit grantor. Information that
the auditor should consider confirming includes all terms, unpaid balance,
accrued interest payable, principal, and interest payments made during the
year, as well as collateral description. If collateral is not under the control of
the credit union and is held by a trustee, the auditor should consider confirm
ing its existence, completeness, and valuation with the respective trustee.

9.21 Analytical Procedures. Analytical procedures relating to other bor
rowings that the auditor should consider performing include the following:
•
Comparing interest expense by major category of debt as a percent
age of the average amount of the respective debt outstanding during
the year with stated rates on the debt instruments
•
Evaluating the reasonableness of statement-of-financial-condition
accruals and other related statement-of-financial-condition accounts
(accrued interest payable, deferred issuance costs, and premiums
and discounts)
9.22 The auditor should consider whether changes in relationships or
differences from expectations require additional investigation based on his or
her judgment about materiality.
9.23 Other Procedures. Other audit procedures related to other borrow
ings include—
•
Reading minutes of meetings of the board of directors and testing
whether financing transactions, including such debt equivalents as
capitalized leases, have been properly authorized.
•
Obtaining a detailed supporting schedule with prior-year balances
and current-year balances; agreeing the prior year balance to prior
year working papers and the current-year balance to the general
ledger; reviewing activity for reasonableness.
•
Comparing the cost of funds during the period with the expected
cost of funds based on terms of respective agreements and previous
experience; investigating any significant discrepancies.
•
Reviewing debt covenants and testing whether the credit union has
complied with such covenants; determining whether disclosures are
appropriate.
•
Examining lease agreements; identifying those that should be capi
talized and determining whether they were recorded using effective
rates of interest in conformity with generally accepted accounting
principles.
•
Confirming and verifying line of credit agreements and determining
whether appropriate disclosures have been made.
•
Examining canceled notes for borrowings that have been paid in
full.

[The next page is 75,131.]
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Chapter 10
Other Assets and Other Liabilities
Introduction
10.0 1 Other assets of a credit union frequently include the following:
Property and equipment
Real estate or other assets acquired in satisfaction of members’ loan
obligations
•
National Credit Union Share Insurance Fund deposits or other share
insurance deposits
•
Accounts receivable
•
Prepaid expenses
•
Payroll deductions receivable
•
Investment in data service centers
•
Investment in and loans to service organizations
•
Monetary control reserve deposits
•
Accrued income accounts
10.0 2 Other liabilities of a credit union frequently include the following:
•
Accounts payable
•
Accrued interest payable
•
Accrued expenses
•
Liability for consigned items sold
•
Borrowers’ taxes and insurance escrows
•
Suspense accounts
•
•

Accounting Principles: Measurement and Disclosure
Other Assets

10.03 Property and Equipment. This includes land, buildings, furniture
and equipment, leasehold improvements, and leased assets.
10.04 Section 107(4) of the Federal Credit Union Act (as well as many
state statutes), allows credit unions to purchase, hold, and dispose of only that
property which is necessary or incidental to their operations. Credit unions are
limited by regulatory authorities to a maximum investment in property and
equipment. This limitation also includes lease payments. They may also be
prohibited from acquiring real property from certain related parties.
10.05 Property and equipment accounts should include all costs related to
the acquisition of the property and equipment, including transportation and
installation costs. If a credit union constructs property, cost should include all
direct construction costs together with architect’s fees, costs of excavations,
and supervision of construction. FASB Statement No. 67, Accounting for Costs
and Initial Rental Operations of Real Estate Projects, addresses the capitali
zation of property taxes and other carrying charges (excluding interest)
incurred during construction. FASB Statement No. 34, Capitalization of
Interest Cost, sets forth criteria for capitalization of interest. FASB Statement
No. 13 provides guidance for accounting for properties subject to leases (either
operating or capital).
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10.0 6 Credit unions may use any generally accepted method for calculat
ing depreciation on property and equipment.
10.0 7 Property and equipment are normally presented as a single caption
on the statement of financial condition, net of accumulated depreciation and
amortization. However, if the individual categories of assets are material, they
should be reported separately, either in the statement of financial condition or
in the notes to the financial statements. In either case, the basis of valuation
should be disclosed in the statement of financial condition or in the notes.
Accumulated depreciation and amortization may be shown on the statement
of financial condition as a separate item deducted from the related assets,
parenthetically if the assets are reported at a net amount, or in the notes to
the financial statements.

10.0 8 Lease commitments should be disclosed in the financial statements
in accordance with FASB Statement No. 13, as amended.

10.0 9 The total estimated cost of major expansion programs and the
unused amounts of related commitments should be disclosed in notes to the
financial statements if the amounts are material.

10.10 Foreclosed Assets. These include all assets received in satisfaction of
receivables in troubled-debt restructurings. Foreclosed assets may include real
property; personal property; equity interests in corporations, partnerships,
and joint ventures; and beneficial interests in trusts. Foreclosed assets also
include in-substance foreclosed assets, which represent loans that are treated
as if the underlying collateral had been foreclosed even though formal foreclo
sure or repossession proceedings are not involved.27
10.11 SOP 92-3 provides guidance on accounting for the balance sheet
treatment of foreclosed assets. At the time of foreclosure or in-substance
foreclosure28 the foreclosed or in-substance foreclosed asset should be recorded
at its fair value.29 Under the SOP there is a presumption that foreclosed assets
are held for sale and not for the production of income unless that presumption
can be rebutted by a preponderance of the evidence. It is unlikely that credit
unions would rebut the presumption for real estate assets, because regulators
typically prohibit them from holding real estate that is not necessary or
incidental to their operations.
10.12 After foreclosure, foreclosed assets held for sale and in-substance
foreclosed assets should be carried at the lower of (a) fair value less estimated
costs to sell or (b) cost. Any deficiencies should be charged to income and a
valuation allowance recognized. If the fair value of the asset less estimated
costs to sell subsequently increases and is greater than the carrying amount of
the asset, the valuation allowance should be reduced, but not below zero.
Increases or decreases in the valuation allowance should be charged or credited
to income. The amount of any senior debt to which a foreclosed asset is subject
should be reported as a liability at the time of foreclosure and not deducted
from the carrying amount of the asset.
27 The AICPA Accounting Standards Executive Committee is currently working on a state
ment of position on accounting for the results of operations of foreclosed assets held for sale. The
issues being considered are whether revenues and expenses related to foreclosed assets held for sale
should be charged or credited to the asset or to income and whether depreciation should be
recognized on foreclosed assets.
28 Practice Bulletin No. 7, as amended by Practice Bulletin No. 10, discusses criteria for
determining whether a loan has been in-substance foreclosed. See chapter 5 for a discussion of that
issue. If the criteria are met, the reporting of the asset should change from that of a loan
receivable to that of a foreclosed asset.
29 See footnote 15.
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10.13 Sales of foreclosed real estate assets should be accounted for in
accordance with FASB Statement No. 66, Accounting for Sales of Real Estate.
FASB Statement No. 66 sets forth criteria for determining whether sales of
real estate have occurred and, if so, which of the six primary methods of profit
recognition (full accrual, installment, percentage-of-completion, reduced
profit, deposit, and cost recovery) is appropriate under the circumstances.
10.14 FASB Statement No. 98, Accounting for Leases, provides guidance
on accounting for sale-leaseback transactions. Relevant guidance is also pro
vided by the FASB’s EITF consensuses on various real estate sales matters,
such as Issue No. 84-17, Profit Recognition on Sales of Real Estate with
Graduated Payment Mortgages or Insured Mortgages and Issue No. 84-37,
Sale-Leaseback Transaction with Repurchase Option.

10.15 Acquisition, Development, and Construction Loans. In these loans,
credit unions that lend money to acquire, develop, or construct property take
on virtually the same risks and potential rewards as the owners or joint
venturers who borrow the money. Such arrangements tend to expose credit
unions to greater risk than normal lending arrangements and, as such, require
careful analysis by auditors. In some instances, accounting for such arrange
ments as loans is not appropriate, and investment or joint-venture accounting
should be applied. The 1986 AcSEC Notice to Practitioners, ADC Arrange
ments, on accounting for real estate acquisition, development, or construction
arrangements of financial institutions provides guidance in this area.
10.16 National Credit Union Share Insurance Fund Deposit. Federally
insured credit unions are required to maintain on deposit with the NCUSIF an
amount equal to 1 percent of their total insured shares. The amount on deposit
is adjusted periodically for changes in the amount of a credit union’s insured
shares. For example, if the insured shares decline, a pro rata portion of the
amount on deposit with the NCUSIF is refunded to the credit union. A credit
union is also required to pay an annual insurance premium equal to one
twelfth of 1 percent of its insured shares, unless the payment is waived or
reduced by the NCUA Board.
10.17 Amounts deposited with the NCUSIF should be accounted for and
reported as assets as long as such amounts are fully refundable. The
refundability of NCUSIF deposits should be evaluated periodically. When the
refundability of a deposit is evaluated, the financial condition of both the
credit union and of the NCUSIF should be considered. Deposits may be
returned to solvent credit unions for a number of reasons, including termina
tion of insurance coverage, conversion to insurance coverage from another
source, or transfer of operations of the insurance fund from the NCUA Board.
Insolvent or bankrupt credit unions are not entitled to a return of their
deposits. To the extent that NCUSIF deposits are not refundable, they should
be charged to expense in the period in which the deposits are made or the
assets become impaired.

10.18 In years in which the equity of the NCUSIF exceeds “normal
operating levels,” the NCUA Board is required to make distributions to
insured credit unions to reduce the equity to normal operating levels. Such
distributions may be in the form of a waiver of insurance premiums, premium
rebates, or cash payments. Payments received in connection with that reduc
tion in the equity of the NCUSIF should be reported as current-period income
in the period in which it is determined that a distribution will be made.
10.19 The system of savings account insurance established by the recapi
talization of the NCUSIF, which provided for reserves of 1 percent of insured
deposits, is based on the concept that the required deposits create a fund with
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an earning potential sufficient to provide for the risk of losses in the credit
union system. In years in which the earnings of the fund have been adequate
to provide insurance protection and cover all expenses and losses incurred by
the fund, the NCUA Board has elected to waive the insurance premiums due
from insured credit unions. In those years, it has been industry practice to net
imputed earnings on the insurance deposits against imputed premium expense
rather than present them as gross amounts on the statement of income. In
years in which the insurance premiums are not waived by the NCUA Board,
the premiums should be expensed in the period to which they relate. To the
extent that the NCUA Board assesses premiums to cover prior operating losses
of the insurance fund or to increase the fund balance to “normal operating
levels,” credit unions should expense those premiums when assessed.
10.20 Credit Union Service Organizations. Credit unions may have equity
investments in or loans to affiliated companies that are generally referred to as
“credit union service organizations” (CUSOs). The permissible amounts of
investments in or loans to CUSOs are governed by federal and state regula
tions.
10.21 In accordance with APB Opinion No. 18, the equity method should
be used to account for a credit union’s investment in a CUSO if the credit
union has the ability to exercise significant influence over the operating and
financial policies of the CUSO. Majority-owned subsidiaries should be included
in the consolidated financial statements of the credit union in accordance with
FASB Statement No. 94 and ARB No. 51.

10.22 Accrued Interest Receivable. Interest receivable on loans and debt
securities held as investments should be accrued and reported as of the
financial statement date. A credit union’s policy for accruing interest on
nonperforming loans should be disclosed in the notes to the financial state
ments.
10.23 Contributed Assets. Credit unions occasionally receive contribu
tions of assets of material value. Generally, contributions received, including
unconditional promises to give, should be recognized as revenue in the period
received at their fair values and should be debited to the appropriate asset
account, in accordance with FASB Statement No. 116, Accounting for Contri
butions Received and Contributions Made. Contributions of services are recog
nized only if the services received (a) create or enhance nonfinancial assets or
(b) require specialized skills, are provided by individuals possessing those
skills, and would typically need to be purchased if not provided by donation.
FASB Statement No. 116 requires certain disclosures for receipts of contrib
uted services and promises to give. Quoted market prices, if available, are the
best evidence of the fair value of monetary and nonmonetary assets, including
services.
10.24 If quoted market prices are not available, fair value may be
estimated based on quoted market prices for similar assets, independent
appraisals, or valuation techniques, such as the present value of estimated
future cash flows. Contributions of services that create or enhance nonfinan
cial assets may be measured by referring to either the fair value of the services
received or the fair value of the asset or of the asset enhancement resulting
from the services. A major uncertainty about the existence of value may
indicate that an item received or given should not be recognized.30
10.25 Other Assets. This caption includes all assets not specifically listed
elsewhere. Consideration should be given to reclassifying certain items from
30 The future economic benefit or service potential of a tangible item usually can be obtained
by exchanging it for cash or by using it to produce goods or services.
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this caption to a more appropriate category. In addition, items that are
individually material in amount should be presented separately. Items classi
fied as other assets are generally presented last in the assets section of the
statement of financial condition.

Other Liabilities

10.26 Accounts Payable. Accounts payable in the financial statements of
a credit union typically relate to routine operating expenses similar to those of
other business enterprises. Accounts payable may also include liabilities for
unclaimed or dormant share accounts and unpresented checks. State escheat
laws sometimes require that these amounts be remitted to the state after a
specified period of time.
10.27 Accrued Interest Payable. Accrued interest payable is often a
significant liability in the financial statements of credit unions unless interest
is paid on the financial statement date. Although federal law, and some state
statutes, prohibit declaring interest until the end of the dividend period, a
liability for interest earned by the share account holders should be recognized
at each financial statement date.

10.28 Accrued Expenses. Other payables, such as payroll taxes withheld
or consignments sold, should be accrued and reported at the amount withheld
or collected but not yet remitted. Other accruals such as those for employee
sick and vacation time, excess pension plan obligation over pension plan assets
(calculated in accordance with FASB Statement No. 87, Employers’ Account
ing for Pensions), postemployment benefits (as described in FASB Statement
No. 112, Employers’ Accounting for Postemployment Benefits), or other post
retirement benefits (calculated in accordance with FASB Statement No. 106,
Employers’ Accounting for Postretirement Benefits Other Than Pensions)
should also be accrued and reported.
10.29 Suspense Accounts. Suspense accounts frequently include unposted
payroll deductions, unposted share drafts, or other unapplied items such as
automated-teller-machine (ATM), electronic-funds-transfer (EFT), or auto
mated-clearinghouse (ACH) transactions. Although recorded as liabilities in
the general ledger, these accounts sometimes have debit balances. Items in
suspense accounts should be reclassified to the appropriate accounts if the
effect on statement-of-financial-condition amounts would be material.
10.30 Other Liabilities. This caption includes all liabilities not specifically
listed elsewhere. Consideration should be given to reclassification of certain
items from this caption to a more appropriate category in the statement of
financial condition, if material. In addition, items that are individually
significant in amount should be presented separately. Items classified as other
liabilities are generally presented last in the liabilities section of the statement
of financial condition.

Audit Objectives and Procedures
Audit Objectives

10.31 Other Assets. The objectives of auditing other assets are to obtain
reasonable assurance that—
•
The assets exist and are owned by the entity.
•
The assets are presented in the financial statements in accordance
with generally accepted accounting principles.
•
The assets are properly classified in the financial statements, and
related disclosures are adequate.
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10.32 Other Liabilities. The primary objectives of auditing other liabili
ties are to obtain reasonable assurance that—
•
The liabilities represent authorized obligations of the credit union.
•
All contingencies and estimated future expenses that should be
accrued during the period have been accrued, classified, and de
scribed in accordance with generally accepted accounting principles,
and the related disclosures are adequate.

Planning Considerations
10.33 Other Assets. The other assets of many credit unions are relatively
insignificant when compared with total assets. However, the auditor should
consider such factors as—
•
The amount of property and equipment purchases.
•
The existence of any real estate or other assets acquired in satisfac
tion of members’ loan obligations.
•
Economic and environmental conditions and trends that affect the
real estate market, and the age and quality of appraisals used to
determine market value, if the credit union holds any real estate
acquired in satisfaction of members’ loan obligations.
•
Changes in methods of recording other assets.
•
Changes in the client personnel assigned responsibility for the other
asset area.
10.34 Other Liabilities. The other liabilities of many credit unions are
relatively insignificant when compared with total liabilities. However, the
auditor should consider such factors as—
•
The frequency of interest (dividend) payment periods, and how they
correlate to the audit date.
•
The credit union’s employment policies, particularly as they relate
to retirement plans, postretirement benefits, and the carryover of
sick and vacation time.
•
Whether new services have been instituted, including selling con
signments or offering share drafts.
•
A significant increase in mortgage loans with corresponding escrow
accounts.

Internal Control Structure
10.35 Typical internal control structure policies and procedures relating
to the other assets and other liabilities areas include (a) maintenance of
adequate subsidiary ledgers, which should be periodically reconciled to the
general ledger, and (b) established procedures for the audit or review of
financial statements of subsidiaries to determine the propriety of recorded
balances as of the financial statement date.
10.36 In addition, internal control structure policies and procedures
should provide for approval for property and equipment purchases, physical
inventory of property and equipment, and prompt and accurate recording of
authorized expenditures.
Substantive Tests
10.37 Property and Equipment. Substantive audit procedures relating to
property and equipment that the auditor should consider performing in
clude—
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Examining supporting documents for major additions, sales, retire
ments, and other adjustments to carrying value.
•
Conducting a physical observation of significant items.
•
Examining deeds and title insurance policies.
•
Reviewing insurance policies and coverage.
•
Determining compliance with capitalization policy.
•
Testing the computation of depreciation amounts.
•
Determining compliance with regulatory property and equipment
investment limitations.
•
Testing compliance with provisions of lease contracts.
10.38 Foreclosed Assets. Substantive audit procedures relating to fore
closed assets that the auditor should consider performing include—
©
Auditing management’s estimate of the fair value of the assets. (SAS
No. 57 provides guidance to auditors on obtaining and evaluating
sufficient competent evidential matter to support significant ac
counting estimates in an audit of financial statements in accordance
with generally accepted auditing standards.)
•
Inspecting properties, observing such items as the overall stage of
completion or overall deterioration of completed properties held for
sale, and determining whether such properties are rented.
•
Reviewing the financial statement classification of foreclosed assets.
10.39 Use of the Work of Real Estate Appraisers. The AICPA Guide for
the Use of Real Estate Appraisal Information and SAS No. *11 provide
guidance to auditors on using the work of real estate appraisers. Appraisals are
the products of work by people trained in appraisal principles and techniques.
Appraisals may be considered acceptable audit evidence. The quality of
appraisals may vary, however, and in some instances, the auditor may have
reason to believe that certain appraisals are unrealistic. The auditor should
understand and consider the approaches and assumptions used in determining
the appraised value. Some matters that should be considered by the auditor
when evaluating an appraisal are—
•
The date of the appraisal. Real estate markets are constantly
changing because of a variety of economic factors. Accordingly, a
rise or decline in a particular market area not reflected in an
appraisal may warrant that additional procedures or, perhaps, a
new appraisal be performed. If the date of the appraisal is substan
tially earlier than the audit date, a rise or decline in a particular
market area between the two periods may warrant a new appraisal
or the performance of additional procedures.
•
The basing of appraisals on cost. Buildings may be recorded at less
than current cost but may actually be worth less than book value.
•
The basing of appraisals of uncompleted projects on values when the
projects are completed. Appraised values should be based on current
market conditions and must be discounted for costs to complete and
sell, as well as carrying costs. The estimated selling prices should
reflect the expectations of a sale in the reasonably near future—not
in an indefinite future period.
•

* The AICPA’s Auditing Standards Board has voted to issue a Statement on Auditing
Standards that will supersede SAS No. 11. The new SAS is expected to be issued in July 1994 and
to be effective for audits of financial statements for periods ending on or after December 15, 1994.
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10.40 Because of time and cost considerations, a credit union may use
various approaches to estimate value without using the services of an indepen
dent appraiser. In evaluating internally derived valuation data as audit
evidence, the auditor should understand the methods and assumptions used
and be aware that, in estimating value, there are inherent subjective determi
nations that may be significant to the valuation process. The auditor should
consider the reasonableness of the assumptions and approach used and test the
information underlying the valuation. The auditor may decide to engage an
appraiser who is independent of the credit union to test the credit union’s
internally derived valuation. Additional guidance is provided by the Guide for
the Use of Real Estate Appraisal Information.
10.41 Other Assets. Substantive audit procedures relating to other assets
that the auditor should consider performing include—
•
Examining evidence supporting the carrying amount of other assets,
including such items as an actuarial evaluation used to compute
prepaid pension costs, or the financial statements of a CUSO or data
service center in which the credit union has invested.
•
Confirming recorded amounts.
•
Testing calculations of amortization of prepaid assets.
10.42 Other Liabilities. Substantive audit procedures relating to interest
payable, accrued expenses, and other liability amounts that the auditor should
consider performing include—
•
Tracing recorded amounts to supporting documentation.
•
Agreeing rates used in the calculation of recorded amounts of inter
est payable to board of directors’ authorization.
•
Testing individual calculations of accrued interest (dividends).
•
Tracing recorded amounts to subsequent cash disbursements.
•
Investigating items in suspense accounts. If material, these items
should be more appropriately reclassified from suspense to their
related accounts.
•
Examining evidence supporting the carrying amount of other liabili
ties, including such items as an actuarial evaluation used to com
pute accrued pension costs, payroll tax returns, and invoices
received from third parties.
•
Confirming recorded amounts.
•
Testing the calculation of the amounts of other recorded accruals.
•
Performing a search for unrecorded liabilities.

[The next page is 75,141.]
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Chapter 11

Equity
Introduction
11.01 Credit unions operate under a cooperative form of ownership.
Members, in effect, “own” the credit union, although their interests in the
credit union (that is, their shares) have the characteristics of deposits. The
equity section of a credit union’s statement of financial condition generally
consists only of retained earnings. Retained earnings includes undivided earn
ings, statutory reserves, and other appropriations as designated by manage
ment or regulatory authorities. Although credit unions may be incorporated,
no stock is issued. Shares, share drafts, share certificates, and other forms of
members’ deposits, although often defined as equity by regulatory authorities,
are deposits and should be shown as liabilities on the statement of financial
condition.

Accounting Principles: Measurement and Disclosure
Undivided Earnings

11.02 Undivided earnings represent unappropriated accumulated earn
ings or losses of the credit union since its inception. The accounting treatment
of transactions in undivided earnings of a credit union is similar to that of
transactions in retained earnings of corporate enterprises. The most common
transaction in undivided earnings is the increase or decrease to close net
income or loss at the end of each accounting period. These closing transactions,
unlike those of most other enterprises, often occur on a quarterly basis. The
undivided earnings may also be increased or decreased as a result of transfers
to or from appropriated accounts such as the regular reserve.
Regular Reserve (Statutory Reserve)

11.03 The Federal Credit Union Act and certain states require that a
regular (or statutory) reserve be established and maintained to provide an
equity base for credit unions. The regular (or statutory) reserve account
represents that required appropriation of equity.
11.04 The regular (or statutory) reserve is established through a charge to
undivided earnings and a credit to the reserve account. For federal credit
unions, the amount required to be transferred is defined in section 1762 of the
Federal Credit Union Act and further addressed in section 700.1 of the NCUA
Rules and Regulations. Those regulations require that a designated percentage
of gross income be transferred at the end of each accounting period. The
percentage is determined on the basis of the relationship of irrevocable
reserves (which, for transfer-calculation purposes, includes the regular reserve,
the allowance for loan losses, and the allowance for investment losses, reduced
by the balance in the provision for loan losses account) to total risk assets.31
That relationship is stated as a percentage which is used to determine the
amount to be transferred. The board of directors may, at its discretion,
transfer more to the regular reserve than the amount required by the regula
tions.
31 Risk assets are defined in section 700.1(j) of the NCUA Rules and Regulations by listing
those assets that are to be excluded from the calculations of risk assets.
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11.05 Certain states have adopted similar regulations that apply to statechartered credit unions. The statutes for each state should be consulted for
applicable requirements.
11.06 The regular reserve should not be viewed as a substitute for or
supplement to the allowance for loan losses. Loan losses and the provision for
loan losses should not be charged directly to the regular reserve, but should be
accounted for as described in chapter 6.

Appropriated Undivided Earnings
11.07 The board of directors of a credit union may restrict or appropriate
portions of undivided earnings for specific purposes in accordance with para
graph 15 of FASB Statement No. 5. Examples include appropriations for loss
contingencies and for major expenditures. The amount of such appropriations
is normally transferred from undivided earnings, pending resolution of its
purpose. Amounts appropriated may be returned to undivided earnings when
they are no longer deemed necessary.
11.08 In accordance with FASB Statement No. 115, credit unions are
required to report unrealized holding gains and losses on available-for-sale
securities as a net amount in a separate component of undivided earnings until
realized (see paragraph 4.20). Declines in the fair values of investments that
are other than temporary should be charged directly to operations.[32]

Financial Statement Presentation
11.09 Retained earnings is generally shown as a single line item in the
statement of financial condition. The components of retained earnings may be
presented in the body of the statement of financial condition, the notes to the
financial statements, or the statement of retained earnings. All appropriations
and other restrictions of retained earnings should be disclosed.

Audit Objectives and Procedures
Audit Objectives
11.10 The objectives of auditing equity are to obtain reasonable assur
ance that—
•
Balances are presented in accordance with generally accepted ac
counting principles.
•
Disclosures of appropriations and restrictions of retained earnings
are adequate.
•
Balances are reported at proper amounts in the financial state
ments.
•
Appropriations of retained earnings have been properly authorized.

Auditing Procedures
11.1 1 Equity accounts are typically tested using a substantive approach.

11.1 2 The auditor should be satisfied that regular reserve transfers have
been made in accordance with regulatory requirements. To gain such satisfac
tion, the auditor should be familiar with the reserve requirements of the
applicable federal and state laws and regulations. Other entries, including
direct charges and credits in accordance with regulatory requirements, should
[32] [Deleted.]
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be tested for propriety. Other appropriations of retained earnings should be
traced to authorization by the board of directors.

11.1 3 In the event of reserve or undivided earning deficiencies, the credit
union may be limited in such matters as payment of dividends (interest) or
acquisition of significant assets. These limitations may require the establish
ment of special reserves or, in severe instances, the merger or liquidation of the
credit union. (See chapter 2 for a discussion of going-concern considerations.)

[The next page is 75,147.]

AICPA Audit and Accounting Guides

AAG-CRU 11.13

B-119

B-120

20

75,147

10-92

Chapter 12

Computer Processing
Introduction
12.01 Many credit unions use computers to some extent in processing
accounting data. The size and complexity of a credit union, coupled with the
variety of services that it provides, determine the extent to which computer
processing applications are used.
12.02 The most common computer applications in credit unions are in the
loan-processing and share-transactions-processing areas. Other widely used
applications include the processing of payroll and general ledger/journal entry
information. Credit union computer systems are often fully integrated and on
line real-time. Accordingly, all major applications are often automated once a
computer system is installed.

12.03 As credit unions venture into other services, additional computer
processing applications are usually introduced. Such services may include (a )
access to automated teller machines, (b) processing credit card transactions,
(c) share drafts and debit cards with remote access to member share accounts,
(d) access to automated clearinghouse services, (e) telephone bill-paying and
voice-response systems, and (f) direct deposit of payroll checks.
12.04 Computer operations may be performed solely by the credit union,
shared with others, or provided by an independent organization that supplies
specific data-processing services for a fee. Integration of computer processing
into a credit union environment may occur in several different ways. The
means of integration will vary, depending on the size and sophistication of the
credit union and the applications processed by computer. Some of the more
common ways in which computer operations become integrated onto a credit
union’s operating environment include the following:
•

Service bureaus are vendors with significant data-processing experi
ence and equipment capacity that have written software for partic
ular applications and service. Service bureaus sell data-processing
time on their systems to individual credit unions. This is usually the
easiest and may be the least costly method used by credit unions to
obtain computer-processing services. It requires a smaller in-house
commitment in terms of dedication of capital, physical require
ments, and personnel resources. Some service bureaus are privately
owned; others are credit union service organizations. Information
systems processing CUSOs are an offshoot of the service bureau
concept in that ownership and maintenance of the hardware and
software lies with an entity outside the credit union. The major
difference between CUSOs and privately owned service bureaus is
that the CUSO is owned by a group of credit unions. An individual
credit union may or may not be a partial owner of this shared
facility. Another difference lies in the fact that the CUSO is dedi
cated primarily to processing transactions for credit unions rather
than to serving many types of clients with various product lines.
Often, the CUSO is an amalgamation of smaller credit unions
attempting to benefit from the economies of scale frequently found
in larger operations.
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Facilities-management agreements generally involve ownership by a
credit union of its own hardware and software and involve contracts
with an outside firm for the personnel required to operate the
system. This requires capital outlays by the credit union but pro
vides the credit union with the opportunity to control costs, equip
ment, and data without maintaining additional in-house staff.
Turnkey operations are characterized by in-house hardware systems
with outside software development and support. Under a turnkey
operation arrangement, the individual credit union assumes respon
sibility for system operation and maintenance, backup and recov
ery, contingency planning, security, and data-field integrity.
Turnkey operations usually operate on powerful personal computers
(PCs) or minicomputers. Generally, a vendor sells the hardware and
software together in one complete package. This alternative is used
primarily by medium to large credit unions.
In house processing is performed on hardware and internally devel
oped, purchased, or maintained software operated by credit union
employees. The addition of internal software development and
maintenance is a significant undertaking. The benefits of the flexi
bility provided by customized software are countered by increased
resource requirements, including the addition of specialized person
nel to design, write, test, and maintain the software. Historically,
the significant financial commitment required by this alternative
allowed only the largest credit unions to choose this option. Today,
low-cost PCs may make this an attractive option for some very small
credit unions; however, the cost of developing and maintaining
custom software must be carefully considered before choosing this
option.

Audit Objectives and Procedures
Audit Objectives
12.05 The audit objectives related to accounting applications that are
processed by computer do not differ significantly from the objectives related to
the applications when they are processed manually.

Internal Control Structure
12.06 When a credit union has significant computerized accounting
applications, the auditor should obtain an understanding of both the manual
and the computerized aspects of the internal control structure. SAS No. 55
provides guidance that is relevant to both manual and computerized aspects of
the internal control structure. The auditor may also refer to the AICPA Audit
Guide Consideration of the Internal Control Structure in a Financial State
ment Audit.
12.07 Service Bureaus—Third-Party Reviews. When planning and per
forming the audit of a credit union that uses a service organization such as a
service bureau or CUSO to process its transactions, the auditor should consider
the guidance provided by SAS No. 70.

Reference Materials
12.08 Guidance in auditing records when computer processing is signifi
cant is contained in the following documents:
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SAS No. 55, Consideration of the Internal Control Structure in a
Financial Statement Audit
•
SAS No. 70, Reports on the Processing of Transactions by Service
Organizations
•
AICPA Audit Guide Consideration of the Internal Control Structure
in a Financial Statement Audit
Other organizations have also produced documents that the auditor may wish
to consult. These include the Federal Financial Institutions Examination
Council’s EDP Examination Handbook, which includes a section titled “Inter
nal and External EDP Audit.”

•

[The next page is 75,153.]
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Chapter 13

Business Combinations
Introduction
13.01 Business combinations involving credit unions are becoming more
prevalent. They result from voluntary decisions as well as from regulatory
mandate. This chapter concerns accounting issues pertinent to business combi
nations in the credit union industry.

Accounting Principles: Measurement and Disclosure
13.02 The primary guidance on accounting for business combinations
involving credit unions is found in the following pronouncements:
•
APB Opinion No. 16, Business Combinations
•
APB Opinion No. 17, Intangible Assets
•
FASB Statement No. 38, Accounting for Preacquisition Contingen
cies of Purchased Enterprises
•
FASB Statement No. 72, Accounting for Certain Acquisitions of
Banking or Thrift Institutions
•
FASB Interpretation No. 9, Applying APB Opinion Nos. 16 and 17
When a Savings and Loan Association or a Similar Institution Is
Acquired in a Business Combination Accounted for by the Purchase
Method
•
FASB Technical Bulletin No. 85-5, Issues Relating to Accounting for
Business Combinations
•
Various FASB EITF consensuses including, but not limited to,
Consensus No. 88-19, FSLIC-Assisted Acquisitions of Thrifts

13.03 APB Opinion No. 16 applies to business combinations that involve
credit unions. The purchase method and the pooling of interests method are
both acceptable in accounting for business combinations of credit unions,
although not as alternatives for accounting for the same business combination.
A business combination that meets the conditions specified in APB Opinion
No. 16 should be accounted for using the pooling of interests method. A new
basis of accounting is not permitted for a combination that meets the specified
conditions, and the assets and liabilities of the combining credit unions are
combined at their recorded amounts. All other business combinations should be
accounted for using the purchase method. Regulatory-assisted business combi
nations do not meet the criteria in APB Opinion No. 16 for a pooling of
interests. In general, the credit union’s management must evaluate all of the
salient facts underlying a business combination to determine the propriety of
the accounting method to be applied.
13.04 In transactions accounted for using the purchase method, goodwill
may arise from the value of liabilities assumed, the consideration paid (if any),
or both. The excess of the fair value of liabilities assumed over the fair value of
tangible and identifiable intangible assets acquired constitutes an unidentifi
able intangible asset (goodwill). FASB Statement No. 72 establishes authorita
tive standards for amortizing goodwill in purchase transactions when the fair
value of liabilities assumed exceeds the fair value of tangible and identifiable
intangible assets acquired. Goodwill arising from the payment of additional
consideration in a purchase transaction (other than the assumption of liabili
AICPA Audit and Accounting Guides
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ties) should be accounted for in accordance with APB Opinion No. 17 or, if
certain factors are present, in accordance with FASB Interpretation No. 9.

13.0 5 APB Opinion No. 17 requires the amortization of goodwill recorded
as the result of a business combination over the periods expected to be
benefited. The period of amortization, however, should not exceed forty years.
APB Opinion No. 17 also requires periodic evaluation of the continuing
appropriateness of the amortization period. A forty-year amortization period
for goodwill (other than the portion accounted for in accordance with FASB
Statement No. 72) arising from the acquisition of a credit union is often
considered excessive in the current economic environment.
13.0 6 The NCUA does not encourage the recognition of goodwill in
business combinations, but recognizes that GAAP requires the recognition of
goodwill under certain circumstances.

NCUSIF-Assisted Acquisition of Credit Unions
13.0 7 FASB EITF Consensus No. 88-19 addresses situations in which
savings institutions are acquired pursuant to an assistance agreement between
the acquirer and the Federal Savings and Loan Insurance Corporation
(FSLIC). (Since the date of this consensus, the FSLIC was dissolved by
FIRREA; however, the guidance provided in that consensus remains appropri
ate and can be applied to all regulatory-assisted acquisitions, including those
involving the NCUSIF.)
13.0 8 Under such an agreement, an acquirer of a credit union may
receive cash from the NCUSIF, which typically equals the amount by which
the fair value of the credit union’s liabilities exceeds the fair value of its assets.
The assistance provided by the NCUSIF under such agreements may include
(a) reimbursement (of up to 100 percent) if covered assets are ultimately
collected or sold for amounts that are less than a specified amount during a
specified period of time and (b) indemnification against certain loss contingen
cies.

13.0 9 FASB EITF Issue No. 88-19 also addresses how acquirers should
account for contingency losses and for the reimbursement of those losses
(including losses and reimbursements that occur after the expiration of the
purchase price allocation period) by the NCUSIF under the indemnification
provisions of such agreements. Losses resulting from contingencies related to
acquisitions that are covered by the indemnification provisions of an agree
ment should be recognized by acquirers’ net of the reimbursement received or
receivable from the NCUSIF under the agreements.
13.10 Users of financial statements must be able to assess the impact of
credit and other risks on a credit union following a regulatory-assisted acquisi
tion, transfer, or other reorganization on a basis comparable to that disclosed
by other credit unions, that is, as if the assistance did not exist. To facilitate
that assessment, the amount of regulatory assistance should be disclosed.
13.11 In certain instances, regulators may agree to provide financial
assistance to a credit union in order to facilitate a purchase transaction. FASB
Statement No. 72 states that if the receipt of the assistance is probable and
reasonably estimable at the date of acquisition, that portion of the cost of the
acquired credit union should be assigned to the amount of such financial
assistance to be received. If the financial assistance is to compensate for
interest rate margins, the assistance should be considered as additional inter
est in determining the fair value of the interest-bearing assets acquired.
Goodwill should be reduced for any assistance that was received subsequent to
the date of the acquisition and that had not been considered because its
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receipt was not probable or its amount was not reasonably estimable at the
date of acquisition.

Audit Objectives and Procedures
Audit Objectives
13.12 The objectives of auditing business combinations are to obtain
reasonable assurance that—
•
Such transactions are accounted for in accordance with generally
accepted accounting principles.
•
The fair values assigned to the assets and liabilities of the acquired
credit union in a purchase accounting transaction are appropriate.
•
Goodwill arising from a purchase transaction is amortized over an
appropriate period of time.
•
NCUSIF assistance received to facilitate the purchase is accounted
for in accordance with generally accepted accounting principles.

Internal Control Structure
13.13 Typical internal control structure policies and procedures relating
to business combinations include the following: (a ) accounting entries made to
record the transaction initially and those required in subsequent years are
reviewed by supervisory personnel to ensure accuracy, and (b) subsequent to
acquisition, the assumptions used in assigning values to assets and liabilities
are reviewed by management for continuing validity.

Substantive Tests
13.14 The nature, timing, and extent of substantive tests should be
determined based on the auditor’s understanding of the internal control
structure of business combinations and the assessment of control risk in this
area. Usually the auditor assesses control risk at the maximum and takes a
substantive approach to the examination of business combinations in the
period during which they occur.

13.15 In auditing business combinations accounted for using the purchase
method, the auditor should examine documentation supporting fair values
assigned to the acquired credit union’s assets and liabilities. Significant asset
and liability classifications such as office premises and equipment, other real
estate, the loan portfolio, the fair value of certificates of deposit, and core
deposit values can be supported by independent appraisals. SAS No. *11 and
the AICPA Guide for the Use of Real Estate Appraisal Information provide
guidance on the auditor’s considerations in using the work of specialists, such
as appraisers. The auditor should consider requesting the credit union’s man
agement to engage appraisers to determine the propriety of any significant
assigned carrying values that are unsupported by independent appraisals.
13.16 The guidance in SAS No. 57 may also be useful to auditors in
auditing fair values of assets and liabilities used in accounting for business
combinations. In evaluating the reasonableness of estimates of such fair
values, the auditor should consider whether, in developing their estimates of
fair values, management has given appropriate consideration to credit risk,
loan prepayment factors, and the interest rate assigned in relation to current
market conditions.
* The AICPA’s Auditing Standards Board has voted to issue a Statement on Auditing
Standards that will supersede SAS No. 11. The new SAS is expected to be issued in July 1994 and
to be effective for audits of financial statements for periods ending on or after December 15, 1994.
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13.17 Subsequent to an acquisition, the auditor should periodically review
the continuing validity of the assumptions used in assigning values to assets
and liabilities. The auditor should consider a credit union’s ability to recover
the value of identifiable and unidentifiable intangible assets recorded in the
acquisition. Uncertainty about a credit union’s ability to continue in existence
may result in a significant impairment of the value originally ascribed to
goodwill.
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Chapter 14

Statement of Cash Flows
Introduction
14.01 The illustrative financial statements in appendix A include a
statement of cash flows presented in accordance with FASB Statement No. 95,
Statement of Cash Flows. The statement of cash flows classifies cash receipts
and disbursements into three broad categories: operating cash flows, investing
cash flows, and financing cash flows. FASB Statement No. 95 provides broad
guidelines for making these classifications. Cash flows are generally required to
be presented on a gross basis, although certain cash flows may be presented on
a net basis.

Operating Cash Flows
14.02 FASB Statement No. 95 sets forth two methods of reporting cash
flows from operating activities: the direct method and the indirect method.
The Statement encourages, but does not require, the use of the direct method.
Under the direct method, the statement of cash flows reports the net cash flow
from operating activities by showing the major classes of gross cash receipts
(such as interest received and service charges collected) and gross cash dis
bursements (such as interest paid and operating expenses paid). If the direct
method is used, FASB Statement No. 95 requires the presentation of a
separate schedule to reconcile net income to the net cash flow from operating
activities.

14.03 In contrast, a statement of cash flows prepared using the indirect
method reports the net cash flow from operating activities by adjusting the net
income for transactions reflected in net income that do not result in operating
cash flows. A similar reconciliation approach was widely used in practice in
presenting the statement of changes in financial position. If the indirect
method is used, FASB Statement No. 95 requires separate disclosure of
interest paid (other than interest capitalized).
14.04 FASB Statement No. 102, Statement of Cash Flows—Exemption of
Certain Enterprises and Classification of Cash Flows from Certain Securities
Acquired for Resale, amends FASB Statement No. 95 to provide, among other
things, that cash receipts and cash payments that result from purchases and
sales of securities should be classified as operating cash flows if the securities
are carried at market value as assets held for trading purposes. Similarly, cash
receipts and cash payments that result from loans originated or purchased
specifically for resale should be classified as operating cash flows if such loans
are carried at market value or at the lower of cost or market value. When
FASB Statement No. 102 is applied in using the direct method, the gross cash
receipts and cash payments from these sources should be reported separately
in the operating cash flows section of the statement. If the indirect method is
used, only the net increases or decreases in these loans and securities should be
reported in reconciling net income to the net cash flow from operating
activities.

Investing and Financing Cash Flows
14.05 Cash flows from investing and financing activities should generally
be reported on the basis of gross cash receipts and gross cash disbursements.
However, FASB Statement No. 95 permits the net basis of reporting for the
following:
AICPA Audit and Accounting Guides
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•
•

•

Cash and cash equivalents (discussed below)
Items for which turnover is quick, amounts are large, and maturity
is short; these items are generally limited to those with an original
maturity of three months or less, such as:
— Investment securities not included in cash equivalents
— Loans (including demand loans and credit card loans)
— Certificates of indebtedness
— Borrowings
Items for which the credit union is substantively holding, receiving,
or disbursing cash on behalf of its members, such as:
— Share draft accounts
— Savings deposits
— Money market deposit accounts
— Mortgage escrow funds
— Collections and remittances on loans serviced for others

14.06 A summary of the typical investing and financing cash flows for a
credit union follows.

Investing Activities

Cash Inflows

Cash Outflows

Loan principal payments

Loan originations

Loan sale proceeds

Loan purchases

Investment security sale and
maturity proceeds

Investment security purchases

Real estate sale proceeds

Investments in foreclosed real
estate

Investing Activities. Cash receipts and disbursements from the purchase,
maturity, and sale of investments should be presented gross. Exceptions
include cash receipts and disbursements for deposits placed with other finan
cial institutions and withdrawals of deposits, which may be presented net.

Financing Activities
Cash Inflows

Net increase in mortgage
escrow deposits

Net decrease in mortgage escrow deposits

Certificates of deposit issued

Certificates of deposit matured

Net decrease in other deposit
accounts

Net increase in other deposit accounts

Other borrowings proceeds

Repayment of other borrowings

Net increase in short-term
borrowings (original maturity
of three months or less)

Net decrease in short-term borrowings
(original maturity of three months or less)
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14.07 FASB Statement No. 104, Statement ofCash Flows—Net Report
ing of Certain Cash Receipts and Cash Payments and Classification of Cash
Flows from Hedging Transactions, amends FASB Statement No. 95 to permit
financial institutions, including credit unions, to report net cash receipts and
cash payments for (a) deposits placed with other financial institutions and
withdrawals of those deposits, (b) time deposits (certificates of deposit)
accepted and repayments of those deposits, and (c) loans originated and
principal collections on such loans. Detailed information about loan origina
tions and repayments is often readily available in credit unions. Credit unions
should consider reporting gross cash receipts and cash payments for loans if
doing so provides more meaningful information to financial statement users.
FASB Statement No. 104 also provides that the classification of cash flows
from forward contracts, futures contracts, options contracts, or swap contracts
that are accounted for as hedges should be consistent with the classification of
the cash flows from the item being hedged. Cash flows from nonhedge instru
ments should be classified based on the nature of the instrument.

Noncash Investing and Financing Activities
14.08 Investing and financing activities that are partially or fully non
cash transactions should be reported in a related disclosure either (a ) in
narrative form in the notes to the financial statements or (b) in a schedule
presented together with the statement of cash flows. Examples of noncash
investing and financing activities for credit unions include—
•
Origination of mortgage loans to finance sales of foreclosed real
estate.
•
Acquisition of real estate through foreclosure of the related mort
gage loans.
•
Acquisition of assets under capital leases.
•
Acquisition of another credit union using the purchase method of
accounting. Only the cash paid in the acquisition (net of cash
acquired) would be reported as a cash outflow from an investing
activity; information concerning the fair value of assets acquired
and liabilities assumed would be presented in the supplemental
disclosure of noncash activities.
•
Chargeoffs and transfers of loans and related fees.

Definition of Cash and Cash Equivalents
14.09 The statement of cash flows displays the net change during the
period in cash and cash equivalents. Cash and cash equivalents are typically
short-term, highly liquid investments that are (a ) readily convertible to
known amounts of cash and (b) so near maturity that there is insignificant
risk of changes in market value because of changes in interest rates. In
general, only investments with original maturities of three months or less
qualify under this definition. The beginning and ending amounts of cash and
cash equivalents in the statement of cash flows should agree with the amount
shown for similarly titled line items or subtotals in the statement of financial
condition.

14.10 Because of the flexibility in classification, FASB Statement No. 95
requires disclosure of the policy used to classify items as cash equivalents. This
disclosure is generally included in the accounting policy footnote. A change in
this policy is a change in accounting principles that requires restatement of
prior years’ financial statements presented for comparative purposes.
[The next page is 75,165.]
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Chapter 15
Reporting Considerations
Introduction
15.01 In this chapter the unique reporting issues that an auditor may
encounter in the credit union industry, including the classification of member
shares as capital and the issuance of various required regulatory and other
compliance reports, are discussed.

Reports on Audited Financial Statements
Standard Independent Auditor's Report
15.02 When reporting on the financial statements of a credit union, the
auditor should follow the provisions of SAS No. 58. The auditor’s standard
report states that the financial statements present fairly, in all material
respects, an entity’s financial position, results of operations, and cash flows in
conformity with GAAP. This conclusion may be expressed only when the
auditor has formed such an opinion on the basis of an audit performed in
accordance with GAAS. The following is an example of an auditor’s standard
report (unqualified opinion) on the financial statements of a credit union.
Independent Auditor’s Report

To the Board of Directors
XYZ Credit Union
Sampletown, U.S.A.
We have audited the accompanying statements of financial condition of XYZ
Credit Union as of December 31, 19X2 and 19X1, and the related statements
of income, members’ equity, and cash flows for the years then ended. These
financial statements are the responsibility of the credit union’s management.
Our responsibility is to express an opinion on these financial statements based
on our audits.
We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and signifi
cant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of XYZ Credit Union as of December
31, 19X2 and 19X1, and the results of its operations and its cash flows for the
years then ended in conformity with generally accepted accounting princi
ples.

[Signature]
[City]

[Date ]

Financial Statements Prepared in Conformity With an Other
Comprehensive Basis of Accounting (OCBOA)
15.03 Section 701.13 of the NCUA Rules and Regulations requires certain
federal credit unions to have their financial statements audited by an indepen
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dent CPA. Some state regulatory agencies also require independent audits of
the financial statements of state-chartered credit unions. These regulatory
agencies may require the use of a basis of accounting other than generally
accepted accounting principles for financial statements prepared for regula
tory purposes. SAS No. 62 recognizes bases of accounting that reporting
entities use to comply with the requirements or financial reporting provisions
of governmental regulatory agencies to whose jurisdiction they are subject as
comprehensive bases of accounting other than generally accepted accounting
principles, and provides guidance on reporting on OCBOA financial state
ments.

15.04 The following is an example of an auditor’s report on financial
statements prepared in conformity with a comprehensive basis of accounting
prescribed by the National Credit Union Administration, which requires
federal credit unions to report members’ shares as equity for regulatory
purposes.
Independent Auditor’s Report
Board of Directors
XYZ Credit Union
We have audited the accompanying statements of financial condition—
regulatory basis of XYZ Credit Union as of December 31, 19X2 and 19X1,
and the related statements of income—regulatory basis, members’ equity—
regulatory basis, and cash flows—regulatory basis for the years then ended.
These financial statements are the responsibility of the credit union’s man
agement. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and signifi
cant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.
As described in note X, these financial statements were prepared in conform
ity with the accounting principles prescribed or permitted by the National
Credit Union Administration, which is a comprehensive basis of accounting
other than generally accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of XYZ Credit Union as of December
31,19X2 and 19X1, and the results of its operations and its cash flows for the
years then ended, on the basis of accounting described in note X.
This report is intended solely for the information and use of the board of
directors and management of XYZ Credit Union and for filing with the
National Credit Union Administration, and should not be used for any other
purpose.
[Signature ]
[Date ]

Members' Shares Reported as Equity
15.05 As discussed in paragraph 8.05, generally accepted accounting
principles require that members’ shares be reported as liabilities in the
statement of financial condition. Some credit unions, however, report mem
bers’ shares as equity. Still other credit unions use an unclassified presentation
and report all liabilities and equity together under one subheading with
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members’ shares shown as the last items before undivided earnings. If mem
bers’ shares are reported as such, or in any other manner in which it is not
unequivocal that members' shares are liabilities, and the shares are material
to the financial statements, the auditor should express a qualified opinion or,
in certain cases, an adverse opinion on the financial statements unless the
financial statements are prepared using a comprehensive basis of accounting
other than GAAP (see paragraphs 15.03 and 15.04). An illustration of a report
modified in those circumstances follows.
Qualified Opinion

[Same first and secund paragraphs as the standard report ]
The credit union has reported members' shares as equity in the accompany
ing statements of financial condition that, in our opinion, should be reported
as liabilities in order to conform with generally accepted accounting princi
ples. If these shares were properly reported, liabilities would increase and
equity would decrease by $__ and $___ as of December 31, 19X2 and 19X1,
respectively.

In our opinion, except for the effects of reporting members’ shares as equity
as discussed in the preceding paragraph, the financial statements referred to
above present fairly in all material respects the financial position of XYZ
Credit Union as of December 31, 19X2 and 19X1, and the results of its
operations and its cash flows for the years then ended in conformity with
generally accepted accounting principles.

Reports on Supervisory Committee Audits
15.06 The form and content of reports that are currently prepared by
independent auditors in connection with supervisory committee audits reflect
a diversity of practice. As a result, supervisory committee members may not
understand the fundamental differences between an engagement for the appli
cation of agreed-upon procedures to specified elements, accounts, or items of a
financial statement in connection with a supervisory committee audit and an
audit of a credit union’s financial statements in accordance with GAAS. This is
of particular concern when the limitations of the supervisory committee audit
relate to areas of higher risk in the credit union industry. Further, supervisory
committee members may incorrectly assume that the application of agreedupon procedures included obtaining an understanding of the credit union’s
internal control structure similar to that obtained in an audit of the credit
union’s financial statements in accordance with GAAS.

15.07 Independent auditors’ reports on audits of financial statements
should comply with the reporting provisions contained in applicable SASs. SAS
No. 58 gives guidance on reports on audited financial statements, and para
graph 42 of that SAS states that a disclaimer of opinion is appropriate when
the auditor has not performed an audit sufficient in scope to enable him or her
to form an opinion on the financial statements.
15.08 Independent auditors’ reports on the performance of agreed-upon
procedures in connection with a supervisory committee audit should be pre
pared in accordance with paragraph 4 of SAS No. 35, Special Reports—
Applying Agreed-Upon Procedures to Specified Elements, Accounts, or Items
of a Financial Statement, which states that they should—
•
Indicate the specified elements, accounts, or items to which the
agreed-upon procedures were applied.
•
Indicate the intended distribution of the report.
•
Enumerate the procedures performed.
•
State the accountant’s findings.
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•

Disclaim an opinion with respect to the specified elements, accounts,
or items.
•
State that the report relates only to the elements, accounts, or items
specified and does not extend to the entity’s financial statements
taken as a whole.32
SAS No. 35 also states that if the accountant has no adjustments to propose to
the specified elements, accounts, or items, the accountant may include a
comment to that effect in his or her report. For example, the following
language might be included: “In connection with the procedures referred to
above, no matters came to our attention that caused us to believe that the
(specified elements, accounts, or items) should be adjusted.’’ The accountant
may also wish to indicate that had he or she performed additional procedures
with respect to the specified elements, accounts, or items or had he or she
performed an audit of the financial statements in accordance with generally
accepted auditing standards, (other) matters might have come to the account
ant’s attention that would have been reported.
15.0 9 As mentioned earlier, some regulatory agencies require that super
visory committee audit reports include financial statements or other data. In
such instances, the supervisory committee usually includes the auditor’s report
on the application of agreed-upon procedures and the unaudited financial
statements or data in its report to the regulatory agency.
15.10 An independent accountant may be requested to perform specific
procedures in conjunction with a compilation or review of financial state
ments. The procedures employed in compilation and review engagements, and
reports thereon, should comply with the provisions of SSARS 1, which states
that any procedures that the accountant might have performed before or
during the review engagement, including those performed in connection with a
compilation of the financial statements, should not be described in his or her
report. That provision, however, would not preclude the independent account
ant from issuing a separate, special-purpose report on the nature and extent of
procedures performed in accordance with SAS No. 35.
15.11 The following is an example of a report on the application of
agreed-upon procedures performed in connection with a supervisory committee
audit.

32 When the accountant consents to the inclusion of his or her report on the results of
applying agreed-upon procedures in a document or written communication containing the entity’s
financial statements, the accountant should look to SAS No. 26, Association With Financial
Statements, or to Statement on Standards for Accounting and Review Services (SSARS) 1,
Compilation and Review of Financial Statements, as appropriate, for guidance on his or her
responsibility pertaining to the financial statements.
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Supervisory Committee
XYZ Credit Union
We have applied certain agreed-upon procedures, as discussed in the attached
supplement, to selected accounting records and transactions of the XYZ
Credit Union as of [audit date]. These procedures were performed in accor
dance with the arrangements set forth in our letter to you dated [date ].
The procedures we performed and the findings we obtained are summarized
in the attached supplement, which is an integral part of this report. Because
our procedures do not constitute an audit made in accordance with generally
accepted auditing standards, we do not express an opinion on any of the
accounts or items referred to in the supplement.
In connection with the procedures referred to in the attached supplement, no
[the following] matters came to our attention that caused us to believe that
the specified [the following] account[s] should be adjusted. Had we per
formed additional procedures or had we conducted an audit of the financial
statements in accordance with generally accepted auditing standards, mat
ters might have come to our attention that would have been reported to you.
The scope of the engagement also does not include areas that generally are of
higher risk to the credit union, such as an evaluation of securities held or of
the collectibility of loans, the adequacy of collateral thereon, or the reasona
bleness of the allowance for loan losses.
This report relates only to the accounts and items specified in the attached
supplement and does not extend to any financial statements of XYZ Credit
Union taken as a whole.
This report is intended solely for the use of management [and specified
regulatory agency or other specified third party ] and should not be used for
any other purpose.

[Signature of Independent Auditor ]

[City, State ]
[Date ]
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Supplement to Illustrative Report

Loans
We obtained trial balances or subsidiary ledgers of the notes or both from the
service center and reconciled the totals to the general ledger in the following
amounts:
Amount
Outstanding
at June 30, 19X0

Account

Business loans
Consumer loans
Real estate loans
Participations purchased

$

$

Certain [specify number] loans, including lines of credit that had not been
fully funded, were selected for confirmation directly with borrowers. The
results of our confirmation efforts are summarized in Schedule A. Borrowers
with lines of credit of $__ or more as of June 30, 19X0, who did not respond to
confirmation requests by July 31, 19X0, are listed in Schedule B.
We examined selected loans and loan agreements on hand, as well as readily
marketable securities, and other collateral recorded as held in respect of
certain selected secured loans were inspected.
We obtained the Credit Union’s listing of business loans, real estate loans, and
participations purchased five days or more past due as of June 30, 19X0, and
compared it with a similar listing as of July 31, 19X0. The following loans were
listed in both reports:
[List loans.]
Similarly, we obtained the Credit Union’s listing of consumer loans ten days or
more past due as of June 30, 19X0, and compared it to a like listing as of July
31, 19X0. The following loans were listed in both reports:

Note: This supplement is for illustrative purposes only and, therefore, is not considered to be
an all-inclusive list of accounts that may be examined and procedures that may be performed. The
illustrative procedures listed may or may not be relevant to a particular engagement. The
independent auditor should describe those accounts examined and procedures relevant to the
specific engagement. The accounts and procedures described in the report should generally
conform to those described in the engagement letter. Procedures for other accounts should be
specified in detail, and differences and subsequent disposition should be reported.
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Name

Amount
Outstanding at
June 30, 19X0

Due Date

Amount
Outstanding at
July 31, 19X0

Loan participations “sold” and serviced by the credit union were confirmed
with the purchasers, without exception.
We obtained the Credit Union’s listing of overdrafts as of June 30, 19X0, and
compared it to a similar listing as of July 31, 19X0. The following overdrafts
were listed in both reports:
Amount at
June 30, 19X0

Date of
Overdraft

Name

Amount at
July 31, 19X0

The interest rates and repayment terms of five judgmentally selected loans
granted to directors, officers, and other related parties during May 19X0 were
compared to the interest rate and repayment terms of similar loans granted to
outsiders during the same month. No instances of the granting of favorable
interest rates or repayment terms to directors, officers, and other related
parties were found.
The maturity date and amount of loan commitments in excess of $50,000 were
confirmed as of May 19X0 by the customers for whose benefit they were
issued, without exception. We judgmentally selected five loan commitments
and tested the computation of deferred fee income with satisfactory results.
Requests for confirmation of loan balances could not be mailed to the following
borrowers due to lack of sufficient addresses:
Name

Account
Number

Balance as of
June 30, 19X0

Lack of Evaluation of Collectibility and Adequacy of Collateral
As noted in our engagement letter and report, we did not evaluate the
collectibility of loans or the adequacy of collateral thereon.
Lack of Evaluation of the Allowance for Loan Losses

As noted in our engagement letter and report, we did not evaluate the
reasonableness of the allowance for loan losses determined by management.
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Confirmation Statistics

[Audit Date]
Loans

Share
Draft
Accounts

Savings
Accounts

Certificates
of
Deposit

Dollar amounts
Total
Circularized
Percent circularized to total
Replies received to total
circularized
Selected but not circularized
Not delivered by post office

Number of accounts
Total
Circularized
Percent circularized to total
Replies received
Percent replies received to
total circularized
Selected but not circularized
Not delivered by post office

Confirmation Requests Not Mailed
Name and
Address

Reason for
Not Mailing

Balance as of
[Audit Date]

Loans
Share draft accounts
Savings accounts
Certificates of deposit
Note: An indication of how the samples were selected (that is, on a random, statistical, or
judgmental basis), as well as an indication of the type of confirmation (that is, positive or negative
requests), should be included. If the loans are categorized by type in the report, similar categories
would normally be used in this schedule.

Communication of Internal Control Structure Related
Matters
15.12 The independent auditor may become aware of reportable condi
tions in the internal control structure during the performance of the audit.
SAS No. 60 requires that such reportable conditions be reported to the audit
committee or its equivalent. In a credit union, these matters are normally
communicated to the supervisory committee.
15.13 SAS No. 60, paragraphs 9 through 19, describes the auditor’s report
on the internal control structure based solely on a study and evaluation made
as part of an audit. Paragraphs 7 and 8 of SAS No. 60 address reporting on
matters noted in performing agreed-upon procedures.

[The next page is 75,177.]

AAG-CRU 15.12

B-140

Copyright © 1992, American Institute of Certified Public Accountants, Inc.

40 8-94

75,177

Appendix A
Illustrative Credit Union Financial
Statements
Note: The illustrative financial statements have not been revised to
reflect the reporting and disclosure requirements of FASB Statement
No. 115
This appendix contains illustrative financial statements of a credit union.
The illustrative financial statements do not include all of the amounts and
transactions that might be found in practice; they are for illustrative purposes
only. More or less detail should appear in the financial statements or in the
notes, depending on the circumstances.
The illustrative notes to the financial statements include disclosures that
are generally required and some that are encouraged but not required, but are
not intended to be all-inclusive and should be expanded, reduced, or modified
to suit individual circumstances. Preparers and auditors of financial state
ments of credit unions should be familiar with the rules and regulations of the
NCUA, or the appropriate state regulator, including those that relate to the
form and content of financial statements.
The following assumptions apply to the illustrative financial statements:
•
Sample Federal Credit Union is a federally chartered credit union.
•
Sample Federal Credit Union owns 100 percent of Sample CUSO, a
credit union service organization that provides insurance brokerage
services to Sample Federal Credit Union’s members.
•
Sample Federal Credit Union receives a normal servicing fee on all
loans serviced for others, therefore, no excess servicing fees are
reported in the financial statements.
•
Sample CUSO has no taxable income and no income tax provision or
deferred taxes.
•
The consolidated statements of cash flows have been prepared using
the direct method.
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Sample Federal Credit Union and Subsidiary
Consolidated Statements of Financial Condition
December 31, 19X2 and 19X1
(in thousands)
19X1

19X2

Assets

Cash and cash equivalents
Trading-account securities, at market value (note 2)
Investment securities (note 3)
Mortgage-backed securities (note 3)
Loans held for sale, net of unrealized loss of $58 in 19X2
and $73 in 19X1 (note 9)
Loans receivable, net of allowance for loan losses (note 4)
Accrued interest receivable
Other real estate owned, net of allowance for losses (note 5)
Property and equipment (note 6)
NCUSIF deposit
Other assets

Total assets

$

749
93
43,022
1,322

$

689
81
26,720
1,291

10,918
53,699
848
79
2,206
849
337

11,322
58,951
518
51
2,146
829
203

$114,122

$102,801

$ 96,901
9,622
160
49

$ 89,135
7,533
166
39

106,732

96,873

7,390

5,928

$114,122

$102,801

Liabilities and Members’ Equity

Members’ shares and savings accounts (note 7)
Borrowed funds (note 8)
Accrued interest payable
Accrued expenses and other liabilities
Total liabilities

Commitments and contingent liabilities (note 9)
Members’ equity, substantially restricted
Total liabilities and members’ equity

See accompanying notes to consolidated financial statements.

AAG-CRU APP A

B-142

Copyright © 1994, American Institute of Certified Public Accountants, Inc.

20

10-92

75,179

Illustrative Financial Statements

Sample Federal Credit Union and Subsidiary
Consolidated Statements of Income
Years Ended December 31, 19X2 and 19X1

(in thousands)
Interest income
Loans receivable (note 4)
Investment securities
Other
Total interest income
Interest expense
Members’ share and savings accounts (note 7)
Borrowed funds (note 10)
Total interest expense
Net interest income
Provision for loan losses (note 4)
Net interest income after provision for loan losses
Non-interest income
Gains on sales of interest-earning assets, net (note 10)
Unrealized gains on trading account securities, net
Commitment fees
Loan servicing fees (note 11)
Insurance commissions
Other
Total non-interest income
Non-interest expense
General and administrative
Compensation and benefits (note 12)
Occupancy(note 9)
Other
Total non-interest expense
Net income

19X2

19X1

$7,660
3,015
21
10,696

$8,011
1,610
13
9,634

5,807
825
6,632
4,064
900
3,164

5,370
700
6,070
3,564
966
2,598

21
3
93
715
22
46
900

34
4
43
411
35
23
550

1,162
748
692
2,602
$1,462

1,040
648
517
2,205
$ 943

See accompanying notes to consolidated financial statements.
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Sample Federal Credit Union and Subsidiary
Consolidated Statements of Members' Equity
Years Ended December 31, 19X2 and 19X1
(in thousands)
Regular
Reserve

Undivided
Earnings

Total

Balance at December 31, 19X0
Net income
Change in market value
Transfers, net

$2,253
—
—
52

$2,732
943
—
(52)

$4,985
943
—
-

Balance at December 31, 19X1
Net income
Change in market value
Transfers, net

2,305
—
—
260

3,623
1,462
—
(260)

5,928
1,462
—
-

Balance at December 31, 19X2

$2,565

$4,825

$7,390

See accompanying notes to consolidated financial statements.
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Sample Federal Credit Union and Subsidiary
Consolidated Statements of Cash Flows
For the Years Ended December 31, 19X2 and 19X1
(in thousands)
Cash flows from operating activities
Interest received
Fees received
Insurance commissions received
Proceeds from maturities and sales of trading securities
Purchases of trading securities
Interest paid
Cash paid to employees and suppliers

19X2

19X1

$10,376
924
22
73
(85)
(6,638)
(2,612)

$ 9,588
572
35
101
(122)
(6,047)
(2,179)

Net cash provided by operating activities

1,948

2,060

Cash flows from investing activities
Proceeds from maturities and sales of investment securities
2,477
(18,753)
Purchases of investment securities
(1,278)
Purchases of loans
(116)
Purchases of mortgage-backed securities
856
Proceeds from sales of loans
Proceeds from sales and maturities of mortgage-backed
95
securities
Net decrease in consumer loans with original maturities of 3
53
months or less
5,060
Loan originations net of principal collected on loans to members
(20)
Increase in NCUSIF deposit
12
Proceeds from sales of other real estate owned
62
Proceeds from the sale of property and equipment
(303)
Expenditures for property and equipment

16
(10,222)
(28)
26
162
(438)

(11,855)

(16,110)

Cash flows from financing activities
Net increase in members’ share and savings accounts
New borrowings
Repayment of borrowed funds

7,766
2,500
(411)

13,078
1,200
(305)

Net cash provided by financing activities

9,855

13,973

Net cash used in investing activities

AICPA Audit and Accounting Guides

115

(189)
878

60
689

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

1,874
(5,585)
(2,838)
(223)
1,031

$

749

$

689
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Reconciliation of Net Income to Net Cash
Provided by Operating Activities
(in thousands)
Net income
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation and amortization
Provision for loan and OREO losses
Gain on sale of securities
Gain on sale of mortgage-backed securities
Unrealized gains on trading account securities
Loss on sale of loans
Loss on sale of property and equipment
Changes in:
Trading securities
Accrued interest receivable
Other assets
Accrued interest payable
Accrued expenses and other liabilities
Net cash provided by operating activities

19X2

19X1

$1,462

$ 943

178
910
(26)
(10)
(3)
15
3

167
978
(36)
(8)
(4)
10
6

(9)
(330)
(134)
(6)
10
$2,060

(17)
(58)
(59)
23
3
$1,948

See accompanying notes to consolidated financial statements.
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Sample Federal Credit Union and Subsidiary
Notes to Consolidated Financial Statements

December 31, 19X2 and 19X1

Note 1—Summary of Significant Accounting Policies
Principles of consolidation. The consolidated financial statements include
the accounts of Sample Federal Credit Union (the Credit Union) and its wholly
owned subsidiary, Sample CUSO (the CUSO), a credit union service organiza
tion that provides insurance brokerage services to Credit Union members All
significant intercompany accounts and transactions have been eliminated
Cash equivalents. Cash equivalents of $432 and $389 at December 31, 19X2
and 19X1, respectively, consist of federal funds sold, certificates of deposit,
and funds due from banks. For purposes of the statements of cash flows, the
Credit Union considers all highly liquid debt instruments with original maturi
ties of three months or less to be cash equivalents
Trading-account securities. Trading-account securities consisting of U.S.
government bonds and mortgage-backed securities are carried at market
value. Realized and unrealized gains and losses on trading-account securities
are recognized in the statement of income as they occur.

Investment securities. Investment securities are stated at cost, adjusted for
amortization of premiums and accretion of discounts computed using the
interest method. Management intends to hold such investments to maturity.
Cost of securities sold for purposes of computing gains or losses is determined
by the specific identification method.

The noncurrent mutual fund of U.S. government and federal agency securities
is accounted for as a marketable equity security and is stated at the lower of
cost or market. Net unrealized losses are recognized through a valuation
allowance that is shown as a reduction in the carrying value of the related
securities and as a corresponding reduction in members’ equity.
Loans held for sale. Mortgage loans originated and intended for sale in the
secondary market are carried at the lower of aggregate cost or estimated
market value in the aggregate. Net unrealized losses are recognized in a
valuation allowance by charges to income. All sales are made without recourse.

Mortgage-backed securities. Mortgage-backed and related securities are
stated at cost, adjusted for amortization of premiums and accretion of fees and
discounts computed by the interest method. It is generally management’s
intention to hold such assets to maturity. Should any be sold, cost of securities
for purposes of computing gains and losses is determined by the specific
identification method.
Loans receivable and allowance for loan losses. Loans receivable are
stated at unpaid principal balances, less an allowance for loan losses and net
deferred loan origination fees and discounts. Interest on loans is recognized
over the term of the loan and is calculated using the simple-interest method on
principal amounts outstanding.

Discounts on first mortgage loans are amortized to income using the interest
method over the remaining period to contractual maturity, adjusted for
anticipated prepayments. Discounts on consumer loans are recognized over the
lives of the loans using methods that approximate the interest method.
AICPA Audit and Accounting Guides
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Loan fees and certain direct loan-origination costs are deferred, and the net fee
or cost is recognized as an adjustment to interest income using the interest
method over the contractual life of the loans, adjusted for estimated prepay
ments based on the Credit Union’s historical prepayment experience. Commit
ment fees and costs relating to commitments whose likelihood of exercise is
remote are recognized over the commitment period on a straight-line basis. If
the commitment is subsequently exercised during the commitment period, the
remaining unamortized commitment fee at the time of exercise is recognized
over the life of the loan as an adjustment of yield.
The allowance for loan losses is increased by charges to income and decreased
by chargeoffs (net of recoveries). Management’s periodic evaluation of the
adequacy of the allowance is based on the Credit Union’s past loan-loss
experience, known and inherent risks in the portfolio, adverse situations that
may affect the borrower’s ability to repay, estimated value of any underlying
collateral, and current economic conditions.

Accrual of interest on a loan is discontinued when management believes, after
considering economics, business conditions, and collection efforts, that the
borrower’s financial condition is such that collection of interest is doubtful.
Uncollectible interest previously accrued is charged off or an allowance is
established by means of a charge to interest income. Income is subsequently
recognized only to the extent cash payments are received until, in manage
ment’s judgment, the borrower’s ability to make periodic interest and princi
pal payments is back to normal, in which case the loan is returned to accrual
status.

NCUSIF deposit. The deposit in the National Credit Union Share Insurance
Fund (NCUSIF) is in accordance with NCUA regulations, which require the
maintenance of a deposit by each insured credit union in an amount equal to 1
percent of its insured shares. The deposit would be refunded to the Credit
Union if its insurance coverage is terminated, it converts to insurance cover
age from another source, or the operations of the fund are transferred from the
NCUA Board.
NCUSIF insurance premiums. A credit union is required to pay an annual
insurance premium equal to one-twelfth of 1 percent of its total insured shares,
unless the payment is waived or reduced by the NCUA Board. The NCUA
Board waived the 19X2 and 19X1 insurance premium.
Other real estate owned. Real estate properties acquired through or in lieu
of loan foreclosure are initially recorded at fair value at the date of foreclosure.
Costs relating to development and improvement of property are capitalized,
whereas costs relating to holding property are expensed. The portion of
interest costs relating to development of real estate is capitalized.
Valuations are periodically performed by management, and an allowance for
losses is established by means of a charge to operations if the carrying value of
a property exceeds the lower of its fair value less estimated costs to sell or cost.

Property and equipment. Land is carried at cost. Building; leasehold im
provements; and furniture, fixtures, and equipment are carried at cost, less
accumulated depreciation and amortization. Buildings and furniture, fixtures,
and equipment are depreciated using the straight-line method over the esti
mated useful lives of the assets. The cost of leasehold improvements is
amortized using the straight-line method over the terms of the related leases.
Members’ share and savings accounts. Members’ shares are subordinated
to all other liabilities of the credit union upon liquidation. Interest on mem
bers’ share and savings accounts is based on available earnings at the end of
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an interest period and is not guaranteed by the credit union. Interest rates on
members’ share accounts are set by the board of directors, based on an
evaluation of current and future market conditions.
Members’ equity. The Credit Union is required by regulation to maintain a
statutory reserve. This reserve, which represents a regulatory restriction of
retained earnings, is not available for the payment of interest.
Income taxes. The Credit Union is exempt, by statute, from federal and state
income taxes. The CUSO, however, is subject to federal and state income taxes.
Operations of the CUSO resulted in no income taxes for the years ended 19X2
and 19X1.
Pension plan. The Credit Union has a qualified, noncontributory definedbenefit pension plan covering substantially all of its employees. The Credit
Union’s policy is to fund the minimum amount required under ERISA.

Note 2—Trading-Account Securities
The estimated market values of trading-account securities are as follows (in
thousands):
December 31,

U.S. government bonds
FHLMC certificates

19X2

19X1

$ 24
69
$ 93

$ 18
63
$ 81

Note 3—Investment Securities
The carrying value and estimated market value of investment securities are as
follows (in thousands):
Weighted
Average
Yield at
December 31,
19X2

U.S. government and
federal agency securities
Mutual fund of U.S.
government and federal
agency securities

AICPA Audit and Accounting Guides

December 31,
19X2
19X1
Estimated
Estimated
Carrying
Market
Carrying
Market
Value
Value
Value
Value

8.1%

$28,621

$29,912

$21,543

$21,464

6.3%

14,401
$43,022

14,411
$44,323

5,177
$26,720

5,169
$26,633
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The amortized cost and estimated market values of investments in debt
securities, including mortgage-backed securities are as follows (in thousands):
December 31, 19X2

U.S. government and
federal agency
securities
Mortgage-backed
securities

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

$43,022

$1,621

$ (320)

$44,323

1.322
$44,344

231
$1,852

(32)
$ (352)

1,521
$45,844

Estimated
Market
Value

December 31, 19X1

U.S. government and
federal agency
securities
Mortgage-backed
securities

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Estimated
Markel
Value

$26,720

$ 231

$ (318)

$26,633

(107)

1,184

$ (425)

$27,817

1,291

$28,011

—

$ 231

The amortized cost and estimated market value of debt securities, including
mortgage-backed securities, at December 31, 19X2, by contractual maturity,
are shown below. Expected maturities will differ from contractual maturities
because borrowers may have the right to call or prepay obligations with or
without call or prepayment penalties.
Estimated

Due in one year or less
Due after one year through five years
Due after five years through ten years
Due after ten years

Mortgage-backed securities

Amortized
Cost

Market
Value

$34,351
8,212
315
144

$35,080
8,761
330
152

43,022
1,322

44,323
1,521

$44,344

$45,844

Proceeds from sales of investments in debt securities, including mortgagebacked securities, during 19X2 and 19X1 were $1,179 and $712, respectively.
Gross gains of $50 and gross losses of $14 were realized on those sales in 19X2
and gross gains of $46 and gross losses of $2 were realized on those sales in
19X1.
At December 31, 19X2 and 19X1, securities carried at approximately $9,843
and $7,991, respectively, were pledged as collateral to secure borrowed funds.
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Note 4—Loans Receivable
The composition of loans to members is as follows (in thousands):
December 31.

Automobile

Mortgage
Unsecured
Business
Lines of credit
Share-secured loans
Education
Credit card loans
Other
Net deferred loan origination fees

Less
Allowance for loan losses

19X2

19X1

$29,906
12,409
9,401
919
612
893
215
544
238
(281)

$32,464
12,658
11,856
816
533
1,215
191
—
242
(264)

54,856

59,711

1,157

760

$53,699

$58,951

A summary of the activity in the allowance for loan losses is as follows (in
thousands):
Year Ended
December 31,

Balance, beginning of year
Provision charged to operations
Loans charged off
Recoveries
Balance, end of year

19X2
——

19X1

$ 760
900
(594)
91
$1,157

$500
966
(791)
85
$760

Loans on which the accrual of interest has been discontinued or reduced
amounted to $2,343 and $1,862 at December 31, 19X2 and 19X1, respec
tively. If interest on those loans had been accrued, such income would have
approximated $134 and $66 for 19X2 and 19X1, respectively. Non-cash
transfers from loans receivable to other real estate owned were $50 and $30 for
19X2 and 19X1, respectively.

Included in loans receivable at December 31, 19X2, are loans of $483 to
directors and officers of the Credit Union and its subsidiary.

Note 5—Other Real Estate Owned
Activity in the allowance for losses on other real estate owned is as follows (in
thousands).
December 31.

Balance, beginning of year
Provision charged to operations
Chargeoffs, net of recoveries
Balance, end of year
AICPA Audit and Accounting Guides

19X2

19X1

$19
10
(4)
$25

$26
12
(19)
$19
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Note 6—Property and Equipment
Property and equipment is summarized as follows (in thousands):
December 31.
19X2
19X1

$

Land
Building
Furniture and fixtures
Office equipment
Leasehold improvements

53
1,553
982
144
110

$

2,604
(458)

2,842
(636)

Accumulated depreciation and amortization

$2,206

53
1,530
874
37
110

$2,146

Note 7—Members’ Share and Savings Accounts
Members’ share and savings accounts are summarized as follows (in
thousands):
Weighted-A verage
Rate At
December 31. 19X2

Share draft accounts including noninterest-bearing
deposits of $641 in 19X2 and $823 in 19X1
Money market
Share savings

3.2%
4.1%
3.8%

Share certificate accounts and IRAs:
0.0% to 4.0%
4.0% to 5.0%
5.1% to 6.0%
6.1% to 10.0%

December 31.
19X2
19X1
Amount
Amount

$ 4,615
1,231
72,393

$ 4,262
1,281
71,389

78,239

76,932

3,841
10,211
3,991
619

2,913
3,328
5,664
298

18,662

12,203

$96,901

$89,135

The aggregate amounts of members’ share and savings accounts over $100,(XX)
were approximately $6,291 and $5,834 at December 31, 19X2 and 19X1.

At December 31, 19X2, scheduled maturities of share certificates are as
follows (in thousands):
Year Ending December 31,

0.0% to 4.0%
4.1% to 5.0%
5.1% to 6.0%
6.1% to 10.0%
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19X3

19X4

19X5

19X6

19X7

Thereafter

$ 1,136
6,887
3,241
583

$ 621
2,544
216
36

$ 592
636
454
-

$588
144
80
-

$674
—
—
-

$230
—
—
-

$11,847

$3,417

$1,682

$674

$230

$812
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Interest expense on members’ share and savings accounts is summarized as
follows (in thousands):
December 31,
19X2

Money market
Share savings
Share draft
Certificates

$

80
4,576
48
1,103

$5,807

19X1

$

79
4,461
15
815

$5,370

Note 8—Borrowed Funds
Borrowed funds are as follows (in thousands):
December 31.

Corporate Credit Union, variable rate (6.5% at December 31,
19X2), due 19X3, secured
Note payable to bank, interest at bank prime rate (6.5% at
December 31, 19X2), payable in quarterly interest and
annual principal installments through December 31, 19X9,
unsecured
Certificates of indebtedness, interest at 5.0% to 8.5%, various
due dates

19X2

19X1

$5,840

$6,115

2,750

250

1,032

1,168

$9,622

$7,533

Scheduled maturities of borrowed funds at December 31, 19X2, are as follows
(in thousands):
Years Ending
December 31,

19X3
19X4
19X5
19X6
19X7
Thereafter

Amount

$6,392
1,599
816
503
210
102
$9,622

The Credit Union is a member of the NCUA Central Liquidity Facility
(Facility), which was formed to assist member credit unions in meeting their
short-term liquidity needs. Membership is obtained through investment in
shares of the Facility as determined by a statutory formula. As of December
31, 19X2, the Credit Union had not borrowed from this Facility.

Note 9—Commitments and Contingent Liabilities
The Credit Union is a party to various legal actions normally associated with
financial institutions, the aggregate effect of which, in management’s and
legal counsel’s opinion, would not be material to the financial condition or
results of operations of the Credit Union.
The principal commitments of the Credit Union are as follows:
AICPA Audit and Accounting Guides
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Lease Commitments
At December 31, 19X2, the Credit Union was obligated under noncancelable
operating leases for office space. Certain leases contain escalation clauses
providing for increased rentals based primarily on increases in real estate
taxes or in the average consumer price index. Net rent expense under operat
ing leases, included in occupancy expenses, was approximately $213 and $199
for the years ended December 31, 19X2 and 19X1, respectively.

The required minimum rental payments under the terms of the leases at
December 31, 19X2, net of sublease rentals, are as follows (in thousands):
Years Ending
December 31,

Amount

19X3
19X4
19X5
19X6
19X7
19X8 and
thereafter

$206
192
180
99
99

115
$891

Loan Commitments
At December 31, 19X2, the Credit Union had outstanding commitments for
unused lines of credit and for the origination or purchase of loans that are not
reflected in the accompanying consolidated financial statements as follows (in
thousands):

First mortgage loans
Consumer and other loans
Lines of credit
Credit cards

Fixed
Rate

Variable
Rate .

Total

$3,210
1,098
216
93
$4,617

$ 918
895
124
—
$1,937

$4,128
1,993
340
93
$6,554

At December 31, 19X2, the Credit Union had no outstanding commitments to
sell loans or securities.

Financial Instruments With Off-Balance-Sheet Risk
The Credit Union is a party to financial instruments with off-balance-sheet
risk in the normal course of business to meet the financing needs of its
members and to reduce its own exposure to fluctuations in interest rates. These
financial instruments include commitments to extend credit and put options
on loans held for sale. Those instruments involve, to varying degrees, elements
of credit and interest-rate risk in excess of the amount recognized in the
statement of financial condition. The contract or notional amounts of those
instruments reflect the extent of involvement the Credit Union has in particu
lar classes of financial instruments.
The Credit Union’s exposure to credit loss in the event of nonperformance by
the other party to the financial instrument for commitments to extend credit
is represented by the contractual notional amount of those instruments. The
Credit Union uses the same credit policies in making commitments as it does
for on-balance-sheet instruments. For put options, the contract or notional
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amounts do not represent exposure to credit loss. The credit union is at risk
from the possible inability of counterparties to meet the terms of their
contracts and from movements in securities values and interest rates. How
ever, the credit union’s exposure to loss from those risks would be less than the
contract or notional amounts of the options.

Unless noted otherwise, the Credit Union does not require collateral or other
security to support financial instruments with credit risk.
Contract or
Notional Amount
(in thousands)

Financial instruments whose contract amounts represent credit
risk
Commitments to extend credit
Financial instruments whose notional or contract amounts exceed
the amount of credit risk
Purchased put options on loans held for sale

$6,554
$9,500

Commitments to extend credit are agreements to lend to a member as long as
there is no violation of any condition established in the contract. Commit
ments generally have fixed expiration dates or other termination clauses and
may require payment of a fee. Since many of the commitments are expected to
expire without being drawn upon, the total commitment amounts do not
necessarily represent future cash requirements. The Credit Union evaluates
each member’s creditworthiness on a case-by-case basis. The amount of collat
eral obtained if deemed necessary by the Credit Union upon extension of
credit is based on management’s credit evaluation of the counterparty. Collat
eral held varies but may include accounts receivable, inventory, property,
plant and equipment, and income-producing commercial properties.

Put options are contracts that allow the holder of the option to sell a financial
instrument at a specified price and within a specified period of time to the
writer of the option. The Credit Union, in accordance with NCUA regulations,
holds only long positions on put options for FHLMC certificates.
Financial Instruments With Concentrations of Credit Risk
Most of the Credit Union’s business activity is with its members who are
employees or former employees of ABC Corporation (the Corporation). Loans
totaling $551 are outstanding to the Corporation’s employees and former
employees at December 31, 19X2. The Credit Union’s policy for requiring
collateral is [state policy, along with information about the entity’s access to
that collateral or other security and a description of collateral].

Note 10—Gain on Sales of Interest-Earning Assets, Net
Net gains are summarized as follows (in thousands):
December 31,
19X2
19X1

Realized gain (loss) on sales of
Mortgage-backed securities
Investment securities
Loans receivable

AICPA Audit and Accounting Guides

$

10
26
(15)

$

8
36
(10)

$

21

$

34
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Note 11—Loan Servicing
Mortgage loans serviced for others are not included in the accompanying
consolidated statements of financial condition. The unpaid principal balances
of these loans are summarized as follows:
December 31,
19X2
19X1

Mortgage loan portfolios serviced for
FNMA
Other investors

$ 4,821
5,215

$ 5,015
5,322

$10,036

$10,337

Custodial escrow balances maintained in connection with the foregoing loan
servicing were approximately $612 and $591 at December 31, 19X2 and
19X1, respectively.

Note 12—Pension Plan
The Credit Union has a qualified, noncontributory, defined-benefit pension
plan covering substantially all of its employees. The benefits are based on each
employee’s years of service up to a maximum of twenty years, and the average
of the highest five consecutive annual salaries of the ten years prior to
retirement. The benefits are reduced by a specified percentage of the
employee’s social security benefit. An employee becomes fully vested upon
completion of one year of qualifying service.
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The following table sets forth the plan’s funded status and amounts recognized
in the Credit Union’s statements of financial condition (in thousands):
December 31,
19X1
19X2

Actuarial present value of benefit obligations
Accumulated benefit obligation
Vested
Nonvested

$

Projected benefit obligation for service rendered to date
Plan assets at fair value; primarily listed stock, cash, and
short-term investments

Plan assets in excess of projected benefit obligation
Unrecognized net gain from past experience different from
that assumed and effects of changes in assumptions
Prior service cost not yet recognized in periodic pension cost
Unrecognized net transition asset (from adoption of FASB
Statement No. 87) being amortized over XX years
Prepaid pension cost (included in other assets)

$

$

818
29

801
36

847

837

992

981

1,021

1,007

29

26

(68)
112

(74)
117

(18)

(22)

$

55

47

The components of net pension expense are as follows (in thousands):
December 31,
19X2
19X1

Service cost — benefits earned during the period
Interest cost on projected benefit obligation
Actual return on plan assets
Net amortization and deferral
Net pension expense

Assumptions used to develop the net periodic pension cost
were
Discount rate
Expected long-term rate of return on assets
Rate of increase in compensation levels

AICPA Audit and Accounting Guides

$

62
26
(82)
26

$

64
31
(90)
25

$

32

$

30

7.75%
7.75%
4.0%

8.0%
8.0%
4.0%
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Note 13—Fair Values of Financial Instruments
The estimated fair values of the credit union’s financial instruments are as
follows (in thousands):
19X1

19X2

Carrying
Amount

Financial assets:
Cash and cash equivalents
Trading account assets
Investment securities
Mortgage-backed securities
Loans
Less: allowance for loan losses
Loans net of allowance for loan losses
Financial liabilities:
Deposits
Borrowed funds
Unrecognized financial instruments:
Commitments to extend credit
Purchased put options on loans held for
sale

$

Fair
Value

Carrying
Amount

749
93
44,323
1,521
62,256
—

$

Fair
Value

62,256

689
81
26,720
1,291
71,033
(760)
70,273

96,901
9,622

94,420
9,622

89,135
7,533

86,031
7,533

6,554

6,325

6,832

6,454

15

16

17

17

749
93
43,022
1,322
65,774
(1,157)
64,617

$

$

689
81
26,633
1,184
66,022
—
66,022

[The next page is 75,201.]
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Appendix B

Suggested Guidelines for CPA
Participation in Credit Union Supervisory
Committee Audits
This appendix has been prepared by the Credit Unions Committee for the
information of AICPA members and other interested parties. However, it does
not represent an official position of any of the Institute’s senior technical
committees.

The Nature of Supervisory Committee Audits
Section 701.12 of the NCUA Rules and Regulations and many state
regulations governing state-chartered credit unions require periodic examina
tions of credit unions by the supervisory committee. The term supervisory
committee audit is derived from these requirements. In fulfilling its responsi
bilities, the supervisory committee may personally complete the audit proce
dures or may engage other parties, including internal auditors or CPAs, to
assist them. Thus, the supervisory committee may assign the authority to
perform some or all audit procedures to other parties, but ultimate responsibil
ity for an audit that fulfills the requirements of the regulatory agency rests
with the supervisory committee.
Credit union regulatory agencies often require the supervisory committee
to report on the results of its audit. Some regulatory agencies also specify the
form and content of such reports. Usually, the supervisory committee audit
report is presented in one of the following formats:
•
A report prepared in compliance with regulatory agency or statu
tory requirements and on prescribed forms
•
A report containing the supervisory committee’s comments on the
scope and results of the audit, and also referring to the report of a
CPA or other third party who performed some of the audit proce
dures on the supervisory committee’s behalf
•
A statement by the supervisory committee referring to the report of
a CPA or other third party who performed all of the audit proce
dures on the supervisory committee’s behalf in accordance with the
requirements of the regulatory agency

The AICPA Credit Unions Committee (Committee) believes that guid
ance is necessary for CPAs wishing to assist credit union supervisory commit
tees in performing supervisory committee audits. Specifically, the Committee
believes assistance is necessary to enable CPAs to provide supervisory commit
tees with services that meet both the objectives of the supervisory committee’s
audit and the standards of the accounting profession.

Scope of Services Rendered by CPAs. The scope of services rendered by
CPAs in connection with supervisory committee audits varies, depending on
the circumstances of the engagement, the needs of the supervisory committee,
and the requirements of the regulatory agency. However, the types of services
requested of CPAs generally fall into the following categories:
1.
The CPA may be engaged to audit the credit union’s financial
statements. The purpose of an audit of a credit union’s financial
statements in accordance with generally accepted auditing stan
dards is to enable the CPA to express an opinion on the financial
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statements. An audit of financial statements is usually acceptable in
fulfilling supervisory committee audit requirements established by
regulatory agencies that have specific minimum audit requirements.
Many regulatory agencies’ supervisory committee audit require
ments can be met by an audit of only the statement of financial
condition. Accordingly, the supervisory committee may request an
audit either as the sole basis for fulfilling supervisory committee
audit requirements or as a supplement to the performance of other
supervisory committee audit procedures. In either event, the super
visory committee is ultimately responsible for an audit that meets
the requirements of regulatory agencies, and some regulatory agen
cies may require a separate report or statement from the supervi
sory committee indicating its conclusions, even though the audit was
based solely on the CPA’s report.
A CPA may be engaged by the supervisory committee to perform
specified audit procedures. These procedures are generally designed
to meet the regulatory agency’s requirements. The CPA’s special
report describing the nature and results of procedures performed is
usually submitted to the supervisory committee without financial
statements. However, certain states require that the report submit
ted to the agency include certain unaudited financial statements or
data.

The Committee believes that, while both types of services may meet the
regulatory agency requirements for a supervisory committee audit, an audit of
financial statements in accordance with GAAS generally provides the greatest
benefit to a credit union’s management, supervisory committee, and members.
As noted earlier, an audit in accordance with GAAS generally meets the
supervisory committee audit requirements of federal and state regulatory
agencies.

In some instances, the scope of the independent auditor’s services may
not be clear when the auditor is engaged to conduct a supervisory committee
audit. Contributing reasons for this lack of understanding include the follow
ing:
•
The majority of supervisory committee audits are performed for
credit unions whose supervisory committee members and officers
may have a limited knowledge of the differences between an audit
in accordance with GAAS and a supervisory committee audit.
•
Generally, supervisory committee audit reports do not incorporate
the financial statements of the credit union.
•
Although the NCUA and certain states specify minimum scope
requirements for supervisory committee audits, the requirements of
other states are undefined.
•
The procedures agreed upon by the supervisory committee and
independent auditors may provide for limited procedures related to
the testing of loans and the evaluation of the reasonableness of the
allowance for loan losses that has been determined by management
(for example, reviewing the adequacy of loan documentation but not
the collectibility of loans).
The scope of an independent auditor’s services regarding a supervisory
committee audit, especially as it relates to areas of higher risk, is also subject
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to misinterpretation by others, including regulatory authorities. This is of
particular concern because regulators increasingly rely on the results of
supervisory committee audits or audits of the credit union’s financial state
ments in accordance with GAAS to determine the frequency and scope of their
examinations

Guidance for Procedures Agreed Upon With the Supervisory
Committee
AICPA members performing audits in accordance with GAAS are guided
by the AICPA’s Statements on Auditing Standards. These auditing standards
are designed for engagements resulting in a CPA’s opinion on financial
statements; also, they are generally applicable to other types of engagements,
such as services performed by a CPA in connection with supervisory commit
tee audits. Guidance is limited, however, regarding the procedures to be
applied by a CPA when he or she is engaged by the supervisory committee to
perform only certain agreed-upon procedures. Thus, CPAs should be aware,
when discussing the proposed scope of the engagement or describing proce
dures frequently followed in similar types of engagements, that the procedures
to be applied may be affected by the specific regulatory agency’s require
ments.

SAS No. 35 should serve as the principal guidance for CPAs engaged to
apply agreed-upon procedures in connection with supervisory committee au
dits. A CPA’s participation in a supervisory committee audit should be
structured to meet the individual needs of the credit union and its supervisory
committee and the requirements, if applicable, of the regulatory agency. The
CPA and the supervisory committee should have a clear understanding of the
scope of the CPA’s procedures and the specific responsibilities of each party.
In this regard, SAS No. 35, paragraph 1, states:
An accountant may accept an engagement in which the scope is limited to
applying, to one or more specified elements, accounts, or items of a financial
statement, agreed-upon procedures that are not sufficient to enable him to
express an opinion on the specified elements, accounts, or items, provided (a )
the parties involved have a clear understanding of the procedures to be
performed and (b) distribution of the report is to be restricted to named
parties involved.
Paragraph 3 of SAS No. 35 states that the general standards are applicable to
these types of engagements; thus, in accordance with the second general
standard, the accountant must be independent.
The CPA may be requested to assist the supervisory committee in
determining the procedures to be performed by the supervisory committee or
by other third parties. In this regard, the CPA may be asked to meet with the
regulatory agencies to ascertain their specific requirements.1 As a result,
changes may need to be made in the scope of either the entire supervisory
committee examination or the CPA’s engagement.
The CPA should consider issuing an engagement letter describing the
agreement with the supervisory committee on scope and responsibility. The
letter would state that the purpose of the CPA’s engagement is to assist the
1 SAS No. 35, paragraph 2, states that the parties involved [should] have a clear understand
ing of the procedures to be performed. For circumstances in which the CPA is unable to discuss the
procedures directly with all of the parties who will receive the report, paragraph 2 gives examples
of procedures the CPA may take, such as comparing the procedures to be applied to written
requirements of a regulatory agency or distributing a draft of the report or a copy of the client’s
engagement letter to the parties involved with a request for their comments before the report is
issued.
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supervisory committee in performing the supervisory committee audit and
that responsibility for completing the applicable regulatory agency’s supervi
sory committee audit requirements, if any, and for reporting the results to the
agency rests with the supervisory committee. The engagement letter may
include, among other things, details of the major areas to be covered, the
extent of procedures to be performed in each area, and any specific regulatory
agency requirements to be omitted. An illustrative engagement letter appears
at the end of this appendix.

Reporting guidance and an illustrative special report for agreed-upon
procedures in connection with a supervisory committee audit are presented in
chapter 15.
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Illustrative Engagement Letter
Services Other Than Financial Statement Audits
Supervisory Committee
XYZ Credit Union

[Date ]

This letter is to confirm our understanding of the terms and objectives of our
engagement and the nature and limitations of the services we will provide to
XYZ Credit Union for the year ending [date |.
We will apply certain procedures to selected records and transactions for the
purpose of helping you to complete your supervisory committee audit.
The procedures to be performed are summarized in the supplement to this
letter. Because those procedures will not constitute an audit made in accor
dance with generally accepted auditing standards, we will not express an
opinion on any of the items specified in the supplement or on the financial
statements of the credit union taken as a whole. The scope of this audit as
outlined in the supplement does not include an evaluation of all areas that
generally are of higher risk in the credit union industry, such as securities held
or the collectibility of loans, the adequacy of collateral thereon, or the reasona
bleness of the allowance for loan losses.

Our engagement will not include a detailed examination of all transactions and
cannot be relied on to disclose errors, irregularities, or illegal acts, including
fraud or defalcations, that may exist. However, we will inform you of any such
matters that come to our attention.

We direct your attention to the fact that management has the responsibility
for the proper recording of the transactions in the accounting records and for
preparation of financial statements in conformity with generally accepted
accounting principles.
Certain of the procedures described in the supplement to this letter will be
applied on a surprise basis during the year after we consult with the appropri
ate regulatory agencies to ensure that the date selected will not conflict with
their examinations.2

Our report will include a summary of the accounts and elements subject to our
audit and the procedures performed.3

This report will be issued solely for the information of the credit union’s
supervisory committee and management and appropriate regulatory agencies
[or other specified third parties ]; it is not to be used by any other parties
because of the restricted nature of our work. Our report will also contain a
paragraph indicating that had we performed additional procedures or had we
made an audit of the financial statements in accordance with generally
accepted auditing standards, other matters might have come to our attention
that would have been reported to you.

Our fees are based on the time required by the individuals assigned to the
engagement, plus direct expenses. Individual hourly rates vary according to
2Some supervisory committee audits may not be conducted on a surprise basis or include
consultation with regulatory agencies.
3 In certain instances, the independent auditor may not be able to discuss the procedures to
be performed with all the parties—for example, bonding companies—that will receive a copy of
the report. In these circumstances, the auditor should satisfy the requirements of paragraph 2 in
SAS No. 35 by applying alternate procedures in order that the parties involved be made aware of
the procedures applied before the report is issued.

AICPA Audit and Accounting Guides

AAG-CRU APP B

B-163

75,206

Credit Unions

20

10-92

the degree of responsibility involved and the skill required. Interim billings
will be submitted as services are rendered and as expenses are incurred.

We will be pleased to discuss this letter with you at any time. If the foregoing
is in accordance with your understanding, please sign the copy of this letter in
the space provided and return it to us.
Sincerely yours,

[Signature of Independent Auditor ]

Acknowledged:

[Name of Credit Union ]

[Signature of Credit Union Director ]4, 5

[Date ]

4 Preferably, the chairman of the supervisory committee or an outside director should
acknowledge the procedures to be performed.
5 The independent auditor should consider reviewing the engagement letter with the supervi
sory committee in order to allow its participation in defining the scope of the audit.
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Supplement to Illustrative Engagement Letter
Procedures to Be Performed in

Connection With a Supervisory Committee Audit
In connection with our engagement, the procedures to be performed are
summarized as follows:
1.
General
a. Start the engagement on a date selected by us without prior
notification of credit union personnel, officers, or directors.
Obtain immediate control [seal vault, etc. ] of assets and records
and maintain control until applicable procedures have been
completed. The surprise procedures will cover the main office
and [the following ] branches.
b. Review reports of examination by, and correspondence with,
regulatory agencies.6
c. Review minutes of meetings of the board of directors and of
committees reporting to the board.
d. Review entries to selected general ledger accounts in excess of
$e. Review accounting procedures for handling nonledger assets,
such as loan chargeoffs and recoveries, loan commitments, loans
“participated” to and serviced for others, collection items, trav
elers’ checks, and U.S. savings bonds.
f. Obtain letters concerning litigation, claims, and assessments
from legal counsel.
g. Obtain management representation letters.
Procedures to be performed with respect to individual accounts or elements
should be listed in detail, including number and types of confirmations, extent
of tests and revenue and expense, and types of sampling methods to be used.
Individual accounts and elements to which other procedures are applied
generally include the following:
1.
Cash, cash items, and clearings and exchanges
2.
Securities
3.
Federal funds sold [purchased ]
4.
Loans and leases
5.
Real estate owned

[The next page is 75,211.]

6 Independent auditors should refer to the policies of regulatory agencies on the use of
supervisory information.
Note: This Supplement is for illustrative purposes only and, therefore, is not considered to be
an all-inclusive list of accounts that may be examined and procedures that may be performed. The
illustrative procedures listed may or may not be relevant to a particular engagement. The
independent auditor should describe those accounts examined and procedures relevant to the
specific engagement.
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Appendix C
Schedule of Changes Made to Audits of
Credit Unions
Change

Reference

Paragraph 2.37
Paragraph 3.04
Paragraph 3.07

Chapter 4 (Title)
Paragraphs 4.20,
4.21, and 4.22

Paragraph 4.23
Paragraphs 4.24,
4.25, 4.26, 4.27,
and 4.28

Paragraph 4.33

Paragraph 4.34
Renumbered
paragraphs 4.35
and 4.36
Paragraph 4.38
Paragraphs 4.41
and 4.42
Paragraph 4.44
Paragraph 4.45

Paragraph 4.45
(footnote 11)
Paragraph 4.46
Paragraph 4.50

Date

Seventh bullet revised to reflect the issu
ance of FASB Statement No. 115.
Modified to add an example.
Added to reflect the issuance of FASB
Statement No.
107; Subsequent
paragraphs renumbered.
Changed from “Investment Securities” to
"Investments.”
Revised to reflect the issuance of FASB
Statement No. 115; Footnote 2 also revised
and transferred to paragraph 4.22.
Revised to reflect the issuance of FASB
Statement No. 115.
Replaced with paragraphs 4.24 through
4.27 to reflect the issuance of FASB State
ment No. 115; Subsequent paragraphs re
numbered; Footnotes 4 and 5 also replaced
and transferred to paragraph 4.26; Foot
notes 3 and 6 deleted.
Added by transferring modified paragraph
4.50.
Added; Subsequent paragraphs renum
bered.
Revised to reflect the issuance of FASB
Statement No. 115.
Deleted.
Revised to reflect recent FASB EITF Is
sues.
Modified.
Revised to reflect the issuance of FASB
Statement No. 115.
Deleted.

Reference to FASB Interpretation No. 39
added.
Transferred to paragraph 4.33 and modi
fied; Subsequent paragraphs renumbered.
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August, 1994
August, 1994
August, 1994

August, 1994
August, 1994

August, 1994

August, 1994
August, 1994
August, 1994
August, 1994
August, 1994
August, 1994

August, 1994
August, 1994
August, 1994

August, 1994
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Date

Reference
Renumbered
paragraphs 4.51,
4.54, 4.55, 4.57,
4.58, 4.59, 4.60,
and 4.61

Change
Revised to reflect the issuance of FASB
Statement No. 115.

August, 1994

Paragraphs 4.62
and 4.63

Section on “Regulatory Matters” added.

August, 1994

Paragraph 5.16

Revised.

August, 1994

Paragraph 5.23

Revised to reflect the issuance of FASB
Statement No. 114.

August, 1994

Paragraph 5.23
(footnote 14)

Deleted.

August, 1994

Paragraphs 5.24,
5.25, 5.26, and
5.27

Added to reflect the issuance of FASB
Statement
No.
114;
Subsequent
paragraphs renumbered.

August, 1994

Renumbered
paragraph 5.28

Revised; Former paragraphs 5.25, 5.29,
and 5.35 deleted.

August, 1994

Renumbered
paragraph 5.38

Revised to reflect the issuance of FASB
Statement No. 114.

August, 1994

Renumbered
paragraph 5.40
(footnote 17)

Added.

August, 1994

Renumbered
paragraph 5.41

Revised to reflect FASB EITF Issue No.
92-5; Former footnote 17 deleted.

August, 1994

Renumbered
paragraph 5.44
(footnote 18)

Deleted.

August, 1994

Paragraph 5.53

Added.

August, 1994

Renumbered
paragraph 5.54

Revised.

August, 1994

Renumbered
paragraph 5.54
(footnotes 19 and
20)

Combined into footnote 19.

August, 1994

Renumbered
paragraph 5.55

Last bullet added.

August, 1994

Paragraph 6.05

Reference to FASB Statement No. 114 ad
ded.

August, 1994

Paragraph 6.06

Examples added.

August, 1994

Paragraph 6.11

Revised to reflect the issuance of FASB
Statement No. 114.

August, 1994

Paragraph 6.11
(footnote 22)

Deleted.

August, 1994
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Paragraph 6.16
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Schedule of Changes

Date

Change
Revised to reflect the issuance of FASB
Statement No. 114 and to make reference
to FASB Statement No. 115.

August, 1994

Paragraph 6.16
(footnote 23)

Deleted.

August, 1994

Paragraphs 6.17
and 6.21

Added to reflect the issuance of FASB
Statement
No.
114;
Subsequent
paragraphs renumbered.

August, 1994

Renumbered
paragraph 6.32

Modified to delete example.

August, 1994

Renumbered
paragraph 6.48

Note reference to the supersession of SAS
No. 11 added.

August, 1994

Renumbered
paragraph 6.54

References to Practice Bulletins 7 and 10
deleted.

August, 1994

Renumbered
paragraph 6.55

Reference to FASB Statement No. 114 ad
ded.

August, 1994

Paragraph 7.08

Revised to reflect the issuance of FASB
Statement No. 115.

August, 1994

Paragraphs 7.09
(first bullet) and
7.10

Modified.

August, 1994

Paragraph 7.12

Reference to FASB Statement No. 77 ad
ded.

August, 1994

Paragraph 7.14

Revised to reflect FASB EITF Issue No.
92-2.

August, 1994

Paragraph 7.15

Footnote added to heading.

August, 1994

Paragraph 7.24

Revised to reflect the issuance of FASB
Statement No. 115.

August, 1994

Revised to reflect the issuance of FASB
Statement No. 116.

August, 1994

Added to reflect the issuance of FASB
Statement
No.
116;
Subsequent
paragraphs and footnotes renumbered.

August, 1994

Renumbered
paragraph 10.28

Reference to FASB Statement No. 112 ad
ded.

August, 1994

Renumbered
paragraph 10.39

Note reference to the supersession of SAS
No. 11 added.

August, 1994

Paragraph 11.08

Revised to reflect the issuance of FASB
Statement No. 115.

August, 1994

Paragraph 11.08
(footnote 32)

Deleted.

August, 1994

Paragraph 13.02

Reference to FASB Statement No. 38 ad
ded.

August, 1994

Paragraph 10.23
Paragraph 10.24
and footnote 30
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Change

Date

Note reference to the supersession of SAS
No. 11 added.
Modified.
Note added.

August, 1994
August, 1994
August, 1994
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allowance for loan losses. A contra asset account established and main
tained by periodic charges to operating expenses to provide a balance for
absorbing possible future loan losses in a credit union’s loan portfolio.

appraised value. A valuation made by an approved or licensed appraiser
based on facts, assumptions, and techniques that the appraiser considers
appropriate.

asset-liability management. A financial management concept in which both
asset and liability decisions are determined jointly; generally, manage
ment attempts to match the interest and maturity profiles of assets and
liabilities in order to minimize interest-rate and liquidity risk.

batch. A grouping of similar items (for example, deposits or incoming checks)
assembled for proofing purposes. Such a grouping is also referred to as a
“block.”

call report (5300 report). A required periodic report on a credit union’s
financial condition that is submitted to a credit union supervisory
agency.

central liquidity facility (CLF). A corporation formed by an act of Congress
to help credit unions cope with liquidity excesses or deficiencies. The CLF
provides a facility for investing and borrowing funds.

certificate of indebtedness. An uninsured time deposit that generally bears
interest at rates higher than those paid on savings accounts. The certifi
cates may be offered to nonmembers as well as to members. See promis

sory note.
chattel. Personal property such as automobiles, furniture, appliances, and
other movable property.

club account. A savings plan whereby a depositor makes periodic (usually
weekly) payments.

collateral. Specific property that a borrower pledges as security for the
repayment of a loan. The borrower agrees that the lender will have the
right to sell the collateral for the purpose of liquidating the debt if the
borrower fails to repay the loan as promised or otherwise defaults under
the terms of the loan agreement.

co-maker loan. A loan made by more than one debtor (generally unsecured; a
second debtor may be required because of the poor or unknown credit
standing of the first debtor).

common trust fund. A commingling of individual trust funds into a common
pool.

contingency reserve. An appropriation of undivided earnings set aside for
possible future contingent liabilities.

corporate credit union. A credit union organized by credit unions to offer
central deposit and lending facilities for credit unions.

correspondent credit union. A credit union that acts as an agent and
processes transactions for members of another credit union pursuant to a
service agreement between the two credit unions.

credit bureau. An organization that accumulates and makes credit informa
tion available to its members.
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credit committee. A committee of credit union members that is responsible
for the approval and general supervision of all loans to members, subject
to federal and state laws. It may delegate its authority to loan officers.

Credit Union Executive Society (CUES). An association designed to
provide a forum for credit union executives to exchange ideas and dissem
inate information.

Credit Union National Association, Inc. (CUNA). A national nonprofit
dues-supported trade association serving credit unions and credit union
leagues in the United States.

Credit Union Service Corporations (CUSOs). Subsidiaries of credit unions
that are authorized to perform related functions, such as those typically
performed by an insurance or escrow agency, as well as data processing
and conveyancing.

CUNA Mutual Insurance Group. An organization formed in 1935 to serve
the insurance needs of credit unions and their members and to provide
them with a variety of related programs and services.

daylight overdraft. An overdraft on the Federal Reserve that is settled on
the same day.

deficiency judgment. A legal claim against a debtor for the balance of debt
remaining after repossession and sale of the collateral, plus allowable
expenses.

dividend. The amount paid to a member as a rate of return for savings in a
credit union. In the aggregate, this is an expense, classified as interest
expense, for financial statement presentation.

dormant account. A savings account in which there has been no member
activity for a specified period of time.

escheat. The reversion of property, such as the property of a decedent with no
heirs and unclaimed or abandoned property, to the state.

escrow. The delivery of a deed to a third person who will release the deed to
the grantee upon fulfillment of certain specified conditions. Escrow is also
commonly used to designate accounts to which the periodic deposits by
borrowers are credited for the payment by credit union of real estate
taxes and insurance premiums when they become due.

fair value. As used in this guide, the amount that a debtor could reasonably
expect to receive for assets in a current sale between a willing buyer and a
willing seller, that is, other than in a forced or liquidation sale.

Federal Financial Institutions Examination Council (FFIEC). A council
composed of representatives from the Office of the Comptroller of the
Currency, the Federal Deposit Insurance Corporation, the Board of Gov
ernors of the Federal Reserve System, the Office of Thrift Supervision,
and the National Credit Union Administration that prescribes uniform
principles and standards for the federal examination of financial institu
tions and makes recommendations to promote uniformity in the supervi
sion of the financial institutions.

federal funds. Loans to another financial institution (or loans from another
financial institution) that increase (or decrease) the other institution’s
reserve account with a Federal Reserve bank. The loans are generally
repayable the following day and are commonly referred to as federal
funds purchased by the borrowing institution or federal funds sold by the
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investing institution. The loans may be secured by U.S. government or
federal agency securities.
Federal Home Loan Mortgage Corporation (FHLMC or Freddie Mac).
A corporation that provides a secondary market in conventional residen
tial mortgages. It sells mortgages and mortgage participation certificates
(PCs) representing-undivided interests in a group of mortgages.
Federal National Mortgage Association (FNMA or Fannie Mae). A
corporation that provides a secondary market for residential housing
mortgages.
Federal Reserve Board (FRB). A board of seven members appointed by the
President and confirmed by the Senate responsible for supervising, coordi
nating, and formulating monetary policy. The FRB has regulatory power
over member banks and nonmember financial institutions.
Federal Reserve System. The central banking system of the United States,
created by the Federal Reserve Act of 1913. The system includes national
and state member banks and twelve Federal Reserve Banks and their
branches.
fidelity bond. Insurance against losses arising from errors and dishonest acts
of employees and involving money, merchandise, or other property; per
sons or positions may be covered by fidelity bonds.
field of membership. The group of people who qualify as members of a credit
union. A credit union’s field of membership is limited by law to those who
have a common bond, such as a place of employment, community, or
association.
garnishment. The attachment of salaries through court action to collect on a
defaulted obligation.
Government National Mortgage Association (GNMA or Ginnie Mae).
A corporation wholly owned by the federal government that purchases,
services, and sells mortgages insured or guaranteed by the Federal Hous
ing Authority (FHA) and the Department of Veterans Affairs (DVA). It
also performs other secondary market functions to support the home
mortgage market.
home equity loan. A first or second mortgage loan that allows the borrower to
use the portion of equity in his or her residence to increase borrowing
capacity.
junior mortgage. A mortgage, for example, a second mortgage, subordinate
to prior or other mortgages.
letter of understanding and agreement (LUA). A negotiated agreement
between a regulatory agency or agencies and a credit union’s board of
directors concerning the credit union’s problems, actions to be taken, and
a timetable to complete each action.
level-yield method of interest computation. The recording of premium
amortization and discount accretion in a manner that produces a con
stant rate of return on the carrying amount of an asset.
line of credit. An arrangement under which a lender provides a specified
maximum amount over a stated period that may be used at a borrower’s
discretion.
loan fee. The amount charged by the mortgagee for granting a loan, often
referred to as points, acquisition credits, or initial service charge. Loan
fees are generally stated as a percent of the face amount of the loan. The
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charge is generally made to cover the cost of placing the loan on the
books, but may also represent, in part, an adjustment of yield.

loan participation. A purchased interest in a loan originated by another
lender. Loan participations may be negotiated on a recourse or a nonre
course basis, on terms the same as or different from the original loan
terms.

mortgage-backed securities. Securities including bonds collateralized by
mortgage loans issued by the FNMA and FHLMC, and pass-through
certificates.

mortgage participation certificate. A certificate representing an undivided
interest in specified conventional residential mortgages underwritten and
owned by the FHLMC. The FHLMC unconditionally guarantees the
payment of principal and interest.

mortgage servicing. An arrangement whereby the servicing credit union, for
a specified fee, maintains all records related to the loans serviced, as
sumes the responsibility for billing and collecting periodic payments, and
distributes principal and escrow amounts as required.

National Association of Federal Credit Unions (NAFCU). A national
non-profit, dues-supported trade association servicing federal credit un
ions in the United States.

National Association of State Credit Union Supervisors (NASCUS). An
organization of state credit union regulators formed to encourage legisla
tive support for state credit unions.

National Credit Union Administration (NCUA). An independent agency
of the federal government for chartering, insuring, supervising, and
examining federal credit unions and for administering the Central Liquid
ity Facility and the National Credit Union Share Insurance Fund. In
addition, NCUA insures state chartered credit unions that desire and
qualify for federal insurance.

National Credit Union Share Insurance Fund (NCUSIF). The fund
established by Congress in 1970 to insure members’ share accounts up to
$100,000 at federally insured credit unions. In return for this protection,
each insured credit union is required to deposit and maintain 1 percent of
its insured shares in the fund, and may be required to pay premiums.

pass-through certificate. A certificate guaranteed by the GNMA, represent
ing a share in pools of mortgages insured by the FHA, DVA, or Farmers
Home Administration. The pools include mortgages with the same inter
est rate and approximately the same maturity. The payback to investors
includes interest and principal, both guaranteed by the GNMA.

promissory note. A note issued in evidence of an agreement with a lender. In
essence, it constitutes a loan to the institution. Interest is paid on a
promissory note, which is also referred to as a certificate of indebtedness.

regular reserve. An appropriation of undivided earnings established in accor
dance with the Federal Credit Union Act and/or the NCUA Rules and
Regulations or state statutes to provide for the financial stability of the
credit union.

repurchase agreement (repo). An agreement under which a credit union
purchases securities and the seller agrees to repurchase them within a
specified time at a specified price.
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retained earnings. Generally, the earnings reported in the equity section of a
credit union’s statement of financial condition; retained earnings include
undivided earnings, statutory reserves, and other appropriations as desig
nated by management or regulatory authorities.
reverse-repurchase agreement (reverse repo). An agreement under which
a credit union sells securities and agrees to repurchase them within a
specified time at a specified price.
risk assets. Risk assets are defined in various state statutes and in section
700.1(j) of the NCUA Rules and Regulations.
secondary mortgage market. A market in which transactions, primarily
those between mortgage owners (who wish to sell mortgage loans) and
investors (who are willing to buy mortgage loans to hold for income),
involve the purchase and sale of existing mortgages. These mortgages
may involve guarantees by government agencies, by private institutions,
and by investors throughout the United States.
share certificate. A time-deposit certificate issued in evidence of an agree
ment between the financial institution and a member. A penalty may be
required for early withdrawal of funds. Dividends are paid on a share
certificate.
share draft. A payment mechanism, similar to a check, that enables credit
union members to withdraw funds or pay obligations from their credit
union share account.
signature card. A card bearing a member’s signature that contains the
contract between a member and the credit union. The card must be kept
on file by the credit union for signature verification.
statutory reserve. An appropriation of undivided earnings that includes the
regular reserve or a reserve required by state statute.
Student Loan Marketing Association (Sallie Mae). An organization
created by an act of Congress to provide a secondary market for buying,
selling, and servicing student loans.
supervisory committee. A credit union committee that is responsible for an
annual audit and for presentation of the annual report of the credit
union’s operations. A summary of the report is presented at the annual
meeting of members.
undivided earnings. Retained earnings of a credit union not restricted for
specific purposes. It is commonly referred to by credit unions as unappro
priated retained earnings.
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STUDENT LOAN PROGRAM ENGAGEMENTS
C1.000

INTRODUCTION

C1.001 Under federal law, the U.S Department of Education administers the Federal Family Education
Loan Program (FFEL), which encompasses various student loan programs, including:
• The Stafford Loan Program (formerly the Guaranteed Student Loan Program), both subsidized
and unsubsidized
• The Supplemental Loans for Students (SLS) Program

• The PLUS Program
• The Consolidation Loan Program
C1.002 Some of these programs require the federal government to subsidize the interest payments on
these loans, during the time when payment by the borrower has been deferred. The student loan programs
may also allow the federal government to collect the loan origination fee charged by the lending institution
to the borrower. Quarterly interest subsidies, loan origination fees and other payments are calculated, and
the lender files ED Form 799 with the U.S. Department of Education in order to receive its net payment.

C1.003 Purpose of Student Loan Program Engagements1. The U.S. Department of Education (ED)
has a stewardship responsibility to oversee these student loan programs and assure the integrity of the funds
and the reporting process. In March 1995, the Department issued an audit guide, Compliance Audits
(Attestation Engagements) of the Federal Family Education Loan Program at Participating Lenders, which
requires lenders that participate in student loan programs to obtain a compliance attestation engagement.
The overall purpose of these engagements is to provide ED assurance that:
• The lender’s ED Form 799s are materially correct.
• The forms have been prepared in conformity with identified laws and regulations.
• Management’s assertions relative to their student loan portfolio were fairly stated, in all
material respects.

1 As we go to press, the Department of Education is considering an exemption from the audit requirements
for lenders that originate or service a de minimis amount (for example $5 million or less) of student
loans. Practitioners should determine whether their clients are exempt from these types of engagements.
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Illustration C-1
What is the ED Form 799?
The ED Form 799, Lender’s Interest and Special Allowance Request and Report, is submitted quarterly.
It serves two general purposes:
•

Lenders must submit the form in order to receive payments of interest benefits and special
allowance.

•

The form requires the lender to report information on its student loan portfolio in order to
help ED properly manage the student loan program.

The Department of Education processes the requests for payment and subjects the forms to various levels
of edit checks. In some cases, the form is rejected and returned. In other cases, the Department
informs the lender that the submission failed certain tests. The lender may be asked to determine if the
errors resulted in incorrect payments and to make the necessary adjustments to the next quarter’s filing.
The form is divided into six parts:

•

Part I identifies the lender and requires an official to certify that the computations in the
report are correct and proper.

•

Parts II, III and IV contain the information required for the lender to pay ED the loan
origination fee and to collect the interest and special allowance. The resulting net amount is
either a reimbursement to the lender or a payment to the Department.

•

Parts V and VI contain information about the loan portfolio: changes to the loan balances
during the quarter, and the analysis of the status of ending balances of all applicable accounts.

The lender is required to keep records necessary to support the amounts reported on the ED Form 799.

C1.004 In addition to lenders that hold a student loan portfolio at year-end, other lenders may also be
affected by the ED audit guide.
Student loans originated and sold. Lenders may originate student loans and sell them all before
year-end. Typically, the lender will submit ED Form 799s during the time they hold these loans
in order to bill ED for interest receivable and to pay the loan origination fee. (When student
loans are sold, the originating lender is responsible for paying ED the origination fee.) Lenders
that file ED Form 799s will need to obtain an attestation engagement related to those forms.
Servicing student loans. As described in C2.305, entities that service student loan portfolios are
required to submit and attestation report to the lenders. The form and content of this report are
described in the ED audit guide.

C1.004
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C-7

Applicable Professional Standards

Cl.101 Guidance on performing compliance attestation engagements is contained in SSAE No. 3,
Compliance Attestation (AT Sec. 500). SSAE No. 3 describes two types of engagements:
• Examination engagement, the objective of which is to express an opinion as to whether
management’s written assertions about compliance with specific requirements is fairly stated
in all material respects.
• Agreed-upon procedures engagement, the objective of which is to present specific findings to
help users evaluate whether the entity complied with specific requirements.
C1.102 The type of attestation engagement related to a lender’s student loan program depends on the
extent it contracts with outside service organizations to perform functions related to its student loan
portfolio. In general, an examination-level engagement is required, but lenders that contract with outside
service organizations may elect to use an “alternative” or “combined” engagement. (See C2.100.)

C1.103 In addition to SSAE No. 3, accountants who perform student loan attestation engagements are
required to comply with the requirements of the ED audit guide and the applicable standards of
Government Auditing Standards (the Yellow Book). The Yellow Book provides standards in the following
broad areas:
• General standards

• Fieldwork
• Reporting

C1.104 Yellow Book General Standards. The general standards for conducting an audit in accordance
with the Yellow Book relate to the qualifications of the staff, the audit organization’s and the individual
auditor’s independence, the exercise of due professional care, and the presence of quality controls.
Specifically, the standards require the following:
• The staff assigned to conduct the audit should collectively possess adequate professional
proficiency for the tasks required.
• In all matters relating to the audit work, the audit organization and the individual auditors
should be free from personal and external impairments to independence, should be
organizationally independent, and should maintain an independent attitude and appearance.
• Due professional care should be used in conducting the audit and in preparing related reports.
• Each audit organization conducting audits in accordance with these standards should have an
appropriate internal quality control system in place and undergo an external quality control
review.
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-----------------------------------------------------------------------------------------------------------------Practice Tip:

The general standards of a Yellow Book audit are similar to the general standards of a GAAS audit.
The major differences are in the areas of:
CPE. Individuals responsible for directing an audit, conducting substantial portions of the field
work or reporting on a Yellow Book audit should complete at lease 24 hours of CPE in subjects
directly related to the government environment and to government auditing. If the audited entity
operates in a specific or unique environment, auditors should receive training related to that
environment.
Quality Review. A copy of the most recent external quality control review report should be
provided to the client. An audit organization is not permitted to review the organization that
conducted its most recent review.

C1.105 Government Auditing Standards relating to the performance of fieldwork and reporting will be
incorporated into the guidance contained in the rest of this chapter. To the extent that these standards
exceed those required by SSAE No. 3 or the ED audit guide, that fact will be highlighted.
C1.200

Engagement Timing and Reporting Deadlines

C1.201 Initial Engagement. The ED audit guide requires annual audits starting with the lender’s first
fiscal years that began after July 23, 1992. Lenders with fiscal years ending July 23 through March 31 can
have either separate fiscal year 1993 and fiscal year 1994 engagements or one combined engagement
covering both years. For lenders with fiscal years ending April 1 through July 22, the initial audit is
required for fiscal year 1994.
C1.202

Initial engagements are required to be completed and, if required, submitted by:
• June 30, 1996, if the lender’s student loan portfolio is less than $5 million
• September 30, 1995 for all others

C1.203 Subsequent Engagements. Subsequent engagements are required to be completed six months
after the end of the lender’s fiscal years.
C1.204 Typically, the most efficient time to schedule the engagement is after the completion of the
financial statement audit but before the staff leaves the field. Alternatively, the engagement may be
scheduled during the off-peak season, after the staff is out of the field.

C1.105
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C2.000

ENGAGEMENT PLANNING

C2.100

Level of Engagement

C-9

Illustration C-2
Planning Steps

•

Determine level of engagement

•

Obtain engagement letter and written management’s assertions

•

Obtain necessary documents

•

Plan field work, including preparation of work programs and consideration of internal
controls

C2.101 Lenders frequently engage a third-party organization to perform services related to the
administration of their student loan programs. These services may include: initial application and
disbursements management, loan status management, preparation of the ED Form 799, and repayment
servicing. Determining which level of attestation service is required depends on the extent the lender uses
outside services to perform these types of functions.
Standard Engagement. Lenders that service all (or all but an immaterial part) of its own student
loan portfolio are required to obtain an examination report. For an examination report, the lender
makes nine written assertions and the auditor performs an examination attestation engagement,
which includes testing compliance with the specified requirements.

Alternative Engagement. An alternative engagement should be performed when:
• All of the lender’s student loan portfolio is serviced by a service organization that performs
the compliance functions described for a standard engagement, and

• The lender can not make any of the assertions necessary for a standard engagement.
When these two conditions are met, the practitioner should perform an agreed-upon-procedures
engagement.
Combined Engagement. A combined engagement may be appropriate when a lender services a
portion of its student loan portfolio and the remaining loans are serviced by an outside service
bureau. In a combined engagement, the practitioner performs:

• A standard engagement for that portion of the portfolio serviced by the lender, and
• An alternative engagement for the portion of the portfolio serviced by an outside servicer.
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C2.200

Engagement Letters and Written Assertions

C2.201 Engagement Letters. The ED audit guide requires an engagement letter between the lender and
practitioner. An example engagement letter is included as an exhibit to this Appendix. At a minimum,
the engagement letter should include:
• A statement that the engagement is to be performed in accordance with Government Auditing
Standards, Statement on Standards for Attestation Engagements No. 3, Compliance Attestation,
and the ED audit guide.

• A description of the scope of the engagement and related reporting that meets the requirements
of the ED audit guide.
• A statement that both parties understand that the U.S. Department of Education intends to use
the practitioner’s report to help carry out its responsibilities for oversight of the Federal Family
Education Loan Program.
• A provision that the practitioner is required to provide the Secretary of Education, the
Inspector General, and the GAO, or their representatives, access to working papers or related
documents to review the engagement.

C2.202 Practitioners may use the engagement letter to designate working papers as “confidential
commercial information. ” This designation will protect the confidentiality of the information if at a future
point of time a request is made for disclosure of the information under the Freedom of Information Act.
“Confidential commercial information” means records may contain material exempt from release because
disclosure could reasonably be expected to cause substantial competitive harm.
C2.203 Written Assertions. To perform a compliance attestation engagement, SSAE No. 3 requires
the practitioner to obtain written assertions from management. These assertions become the basis for
testing. Typically, the assertions are obtained in a representation letter from the client. Those required
for a student loan examination are stipulated in the ED audit guide. See Illustrations C-3 and C-4 for a
summary. Sample client representation letters are included in sections C6.002 and C6.001.
Alternatively, the client may provide the written assertions in a separate letter. Examples are shown in
sections C6.003 and C6.012.

C2.204 Management’s refusal to provide all appropriate written representations constitutes a scope
limitation. A practitioner should withdraw from an agreed-upon-procedures engagement and qualify or
disclaim an opinion on an examination engagement. Further, the practitioner should consider the effects
of management’s refusal on his or her ability to rely on other management representations.
C2.300

Obtain Necessary Documents

C2.301 Prior to starting fieldwork, the practitioner should arrange to receive the documents necessary
to conduct the engagement. The following table summarizes the documents normally required for a student
loan portfolio engagement.

C2.201

9/95

C-11

CREDIT UNION AUDIT MANUAL

Illustration C-3
Document Request for Student Loan Engagements
( = Document Generally Needed)

Engagement Type
Documents

Examination

Agreed-Upon
Procedures

Copies of ED Form 799s filed during the year
Lender Pay History Search (C2.304)

Billing information from outside service bureau
Outside service organization attestation engagement report
(C2.305)

Reconciliations of loan information on the ED Form 799s to the
general ledger amounts
New loan reports for student loans for all quarters
Detailed listing supporting amounts reported on Part III,
Interest Benefits of all ED Form 799s

Detailed listing supporting amounts reported on Part IV,
Special Allowance, of all quarterly ED Form 799s for
the period
Support for all prior period adjustments reported in Parts II, III,
and IV of the ED Form 799s
Listing of all student loans sold or purchased during the
quarters being examined

Student Status Confirmation reports (or other reports
documenting a change in a student’s status) received by the
lender during the period examined.
Management letter from the financial statement audit (C2.306)

Correspondence files relating to the student loan program
Copy of the Department of Education’s Program Review
Report, if applicable (C2.308)

C2.302 A request for documents from the client is normally prepared either as a separate transmittal to
the client or as an addendum to the engagement letter.
9/95

C2.302

C-12

CREDIT UNION AUDIT MANUAL

-------------------------------------------------------------------------------------------C2.303 Lender Pay History Search (for Examination Engagements Only). The ED audit guide
requires the practitioner to verify the lender’s ED Form 799s by comparing them to Lender Pay History
on file with the ED. The Lender Pay History Search (or Lender Search Report) is a quarterly report that
shows the interest benefits, special allowances and origination fees reported by the lender on the ED Form
799. The report also shows the detailed information reported by the lender on the ED Form 799 regarding
interest benefits, special allowances and origination fees. A transmittal letter for obtaining a Lender Pay
History Search is included in C6.004.

C2.304 Service Organization Reports (for Agreed-Upon Procedures Engagements Only). When the
lender uses a third-party service organization to service all or a portion of the student loan portfolio, the
lender must receive from the service organization an audit/attestation report. If a report can not be
obtained, a standard examination-level engagement is required, with the lender’s practitioner performing
examination procedures at the service organization, if necessary. A service auditor’s report must meet all
of the following requirements:

• The attestation engagement must be conducted in accordance with the standards for financialrelated audits in Government Auditing Standards, and appropriate sections of the ED audit
guide.
• The report must include an independent accountant’s opinion with respect to the service
organization’s compliance with the specified compliance requirements identified in Section II
of the ED audit guide that pertain to the functions carried out by the service organization. This
can be the practitioner’s direct opinion on compliance or an opinion on management’s
assertions about compliance. If the opinion is on management’s assertions about compliance,
those assertions should be similar to those listed in the ED audit guide.

• If the scope of the engagement is limited to certain lenders’ portfolios, then only those lenders
can use the report as a basis for an agreed-upon-procedures engagement.

• The period covered by the engagement must:
-

Cover at least the same period as the lender’s reporting period, and
End within six months of the lender’s reporting period.

• It should be clear from the report what lenders, functions and compliance requirements are
covered by the report.
• If the report discloses material noncompliance, the report or a separate communication must
disclose the impact of the findings on the lender’s portfolio. If there is no impact, the report
or separate communication should state that.
C2.305 Review Management Letter and Correspondence Files. The auditor should read the
management letter issued in conjunction with the financial statement audit for comments relating to student
loans. Findings relating to the student loan portfolio may have an impact on the planned procedures for
the student loan engagement.

C2.306 The practitioner should also review correspondence files relating to the lender’s student loan
program for items that may impact the planning of the audit.

C2.303
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♦ -----------------------------------------------------------------------------------------------------------------C2.307 Regulatory Reports. The auditor should review the latest examiner report for comments on the
student loan portfolio. These comments should be considered when planning the audit.

C2.308 The auditor should inquire as to whether ED has performed an audit of the lender’s student loan
portfolio. If it has, the auditor should obtain a copy of the report and adjust the planned audit procedures
accordingly.
C2.400

Planning an Examination Engagement

C2.401 Examination engagements require certain planning considerations that go beyond those required
in an agreed-upon procedures engagement.
C2.402 Materiality (Examination Engagement Only). An examination-level engagement requires the
practitioner to express an opinion about whether management’s assertions are fairly stated in all material
respects. In a compliance attestation engagement, materiality differs from that in an audit of financial
statements in accordance with GAAS. In an examination engagement of a student loan portfolio,
management’s assertions relate to each of the specified compliance matters required in the ED audit guide.
Materiality must be considered as it relates to each specific assertion and not to the fairness of the ED Form
799 taken as a whole.
C2.403 In general, a practitioner’s consideration of materiality in an examination-level engagement is
affected by:
a) The nature of management’s assertion and the compliance requirements, which may or may
not be quantifiable in monetary terms,

b) The nature and frequency of noncompliance identified with appropriate consideration of
sampling risk, and
c) Qualitative considerations, including the needs and expectations of the report’s users.

C2.404 When planning and performing an examination-level engagement of a student loan portfolio, the
practitioner should consider materiality in the context of:
• The magnitude of student loan origination fees earned during the year.
• The total student loan interest earned during the year.

• The total special allowance earned during the year.
• Portfolio balances at the end of the year.
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C2.405 Internal Control Considerations (examination engagement only). SSAE No. 3 requires the
practitioner to obtain an understanding of the internal control structure related to student loans sufficient
to plan an examination engagement and to assess control risk for compliance with specified requirements.
In planning the examination, the understanding of the internal control structure should enable the
practitioner to:

• Identify types of potential noncompliance
• Consider factors that affect the risk of material noncompliance
• Design appropriate tests of compliance

Practice Tip:
During the financial statement audit, the auditor will obtain information about a lender’s control
policies and procedures over the loan cycle. This information may or may not be relevant to an
examination engagement of the student loan portfolio. Information obtained during a financial
statement audit should be carefully evaluated to be sure it relates to the management’s assertions
regarding compliance with the specific requirements of the student loan program.

C2.406 In a compliance attestation engagement, the procedures used to obtain an understanding of the
internal control structure are similar to those used in a financial statement audit. The practitioner should
make inquiries of appropriate lender personnel, inspect documents, and observe the lender's activities and
operations. If control risk is assessed below the maximum, the practitioner should perform tests of controls
to obtain evidence to support this assessment.
C2.407 The nature and extent of the procedures performed will be a matter of judgment.
practitioner should consider:

The

• The newness and complexity of the compliance requirements. The compliance requirements
for a student loan program are typically not complex. The practitioner should consider the
lender’s personnel and how experienced they are in administering a student loan portfolio.

• Knowledge of the internal control structure obtained in other engagements. For example,
information about the control environment obtained during an audit of the financial statements
may be relevant to understanding the internal control structure related to the student loan
program.
• The nature of the specified compliance requirements.
• Judgments about materiality. Similar to a financial statement audit performed in accordance
with GAAS, an auditor considers control risk in the context of a material misstatement.
Judgments about materiality will influence the nature and extent of audit testwork.

C2.405
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♦ -----------------------------------------------------------------------------------------------------------------C2.408 For an examination of a student loan program, the practitioner should consider performing the
following steps to obtain an understanding of the internal control structure:

• If the practitioner audited the lender’s financial statements, review the internal control structure
questionnaire and related workpapers for the loan cycle. Consider the effect any identified
material weaknesses would have on the lender’s ability to comply with the requirements of the
student loan program.
• If the practitioner did not audit the lender’s financial statements, complete the internal control
structure questionnaire, tailored for the student loan program.
• Consider segregation of three important duties:
1. Preparation of the ED Form 799
2. Review of the ED Form 799
3. Reconciliation of the student loan portfolio

C2.409 An example internal control memo documenting the practitioner’s procedures is contained as an
exhibit to this Appendix.

Sampling (Examination Engagement Only)
C2.410 Certain steps in an examination engagement require the practitioner to select and test a sample
of loans. When planning an examination engagement, the practitioner will need to make the following key
judgments relating to sampling:
•

Defining populations

•

Determining sample sizes

C2.411 Defining Populations. In most engagements, the practitioner will define more than one
population from which sampling units will be selected for testwork. The nature of the specific assertions
will affect definition of these populations. Illustration C-4 describes populations that may be appropriate
for the specified assertions.

C2.412 In some situations it may be effective and efficient to define common populations for sampling
units that have more than one compliance attribute. For example, the population of all loans serviced
during the period covered by management’s assertion might be appropriate for sampling and testing the
required management assertions about loan documentation, special allowance payments, and accuracy of
loan principal balances.
C2.413 Sampling Units. Practitioners should make sure the physical representation of the population
includes the entire population. For example, a practitioner may identify student-status change forms as the
physical representation of the population. However, if the lender has not retained or centrally filed such
forms, the practitioner may want to select a new physical representation or perform alternative procedures
on items excluded from the physical representation.
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-----------------------------------------------------------------------------------------------------------------C2.414 Sample Sizes. Sample sizes for an examination of a student loan portfolio are a matter of
judgment. The ED audit guide has no requirements and provides no guidance on determining an
appropriate sample size. Practitioners should consult the guidance contained in Chapter 4 of this Manual.
C2.415 In general, the sample size should be sufficient to provide reasonable assurance of detecting
material noncompliance. In making that judgment, the practitioner should consider inherent and control
risk assessments, and evidence gathered during the audit of the lender’s financial statement audit, if
appropriate. For example, evidence about the lender’s control environment (gathered during the financial
statement audit) combined with evidence about segregation of duties related to the student loan program
will influence the determination of sample size. A stronger internal control structure (lower control risk)
will result in smaller sample sizes.

C3.000

PERFORMING AN EXAMINATION-LEVEL ENGAGEMENT

C3.001 SSAE No. 3 requires management to provide written assertions whenever the practitioner
performs an examination compliance attestation engagement. Management’s assertions for an examination
of a student loan portfolio are prescribed in the ED audit guide and summarized in Illustration C-4.

C3.002 The ED audit guide also describes suggested examination approaches and procedures. These
procedures have been summarized in a work program included in C6.006. An example testing worksheet
is also included in C6.000.
Illustration C-4
Management's Assertions for An Examination Engagement
Compliance
Requirement

C3.OO3
Support for ED
Form 799

C3.004
Loan documentation

Management Assertion

Possible Sample
Population

The loan information (loan types, interest
rate, beginning and ending principal loan
balances) and loan status (past due, in grace,
in deferment)) reported in Parts II, III, IV,
V, and VI of the ED Form 799s during the
year ending 12/31/XX agrees with the
lender’s summary accounting records, such
as the general or subsidiary ledgers.

ED Form 799s filed
during the period

The loans reported in the ED Form 799s
submitted during the year ended 12/31/XX
were supported by loan records that included
the applicable documents listed in Section II,
Compliance Requirement 2, of ED audit
guide.

All loans serviced
during the period

Program Step2

A

E.2.

2 Refers to the examination procedure step in the work program included in section C6.006.

C2.414

9/95

C-17

CREDIT UNION AUDIT MANUAL

Illustration C-4
Management's Assertions for An Examination Engagement (Continued)

Compliance
Requirement

C3.006
Payment of loan
origination fees

C3.008

Eligibility, proper
rate, and proper
calculation of
interest benefits

C3.009

Eligibility and
proper calculation
of average daily
balance for special
allowance payments

C3.010
Accurate loan
principal balances

Possible Sample
Population

Program Step3

The loan origination information reported in
Part II in the ED Form 799s submitted
during the year ended 12/31/XX was
complete, properly classified, and computed
in accordance with the instructions. Loan
origination fees in excess of interest and
special allowance were paid to ED.

Total disbursements
made during the period

B

Loans included in Part III of ED Form
799s submitted during the year ended
12/31/XX were:
- In a status eligible for interest benefits
- Assigned the correct interest rate in
accordance with Section 427 (a)-(h) of
the Higher Education Act, and
- Classified in the correct interest rate
category on the ED Form 799s in
accordance with applicable instructions.
The ending principal amounts, the average
daily balances, and the interest amounts
were calculated in accordance with the
instructions.

Loans included in Part
III of ED Form 799s
filed during the period

C

Loans included in Part IV of ED Form 799s
submitted during the year ended 12/31/XX
were:
- In a status eligible for special allowance
- Properly categorized on the ED Form
799 in accordance with the instructions.
The ending principal amounts, the average
daily balances and the adjustments for
differences were calculated in accordance
with the instructions.

All loans serviced
during the period

D

The loan principal balances reported in
Parts V and VI of the ED Form 799s are
materially correct, include all outstanding
loans (except those for which the guaranty
was voided are not included in Part VI)
and are properly classified.

All loans serviced
during the period

E.1.

Management Assertion

3 Refers to the examination procedure step in the work program included in section C6.006.
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-----------------------------------------------------------------------------------------------------------------------------------------------------

Illustration C-4
Management's Assertions for An Examination Engagement (Continued)
Possible Sample
Population

Program Step4

Loan purchases and sales are recorded in
accordance with the purchase/sales
agreements with respect to the start/end
date of eligibility for interest, special
allowance and responsibility for payment
of loan origination fees. Loan origination
fees for which we were responsible were
paid to ED in accordance with the
agreement.

Loan sale and purchase
activity during the
period, according to
general or subsidiary
ledgers or loan sale
agreements

F

Loan records were updated to reflect
changes to student status, including
conversion to payment status, accurately
and promptly upon receipt of Student
Status Confirmation Reports or other
notification of change information.

Student status change
forms filed during the
period

G

Loan payments are applied effective with
the day of receipt. Interest and principal
are calculated in accordance with 34 CFR
682.304. Prepayments are applied in
accordance with 34 CFR 682.209(b) or in
accordance with the documented specific
request of the borrower.

Loans in repayment
during the period,
according to ED Form
799s

E.3.
E.4.

Compliance
Requirement

C3.011
Reporting of loan
sales and purchases

C3.014
Recording of
student status
changes
C3.015
Payment processing

Management Assertion

Support for ED Form 799

C3.003 Illustration C-1 describes the form and contents of ED Form 799. To confirm the information
submitted during the year, the practitioner will need to obtain a Lender Search Report, as described in
C2.304.

Loan Documentation
C3.004 Federal regulations require the lender to maintain complete and accurate records of each loan
it holds. The required documents are identified in 34 CFR 682.414 (a)(3)(ii) and are:
• A copy of the loan application.
• A copy of the signed promissory note, including the repayment instrument.

• The repayment schedule

4 Refers to the examination procedure step in the work program included in section C6.006.

C3.003
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•

•

A record of each disbursement of loan proceeds, and
A payment history showing the date and amount of each payment received from or on behalf
of the borrower and the amount of each payment that was attributed to principal, interest, late
charges, and other costs.

C3.005 Certain situations may require additional documents be kept in the loan file. The following
documents are required when applicable.

• Notices of changes in a borrower’s address and status as at least a half-time student (note:
the practitioner should look for these notices only if he or she becomes aware that the
borrower moved or changed status),
• Evidence of the borrower’s eligibility for a deferment,
• The documents required for the exercise of forbearance,

• Documentation of the assignment of the loan, and
• A collection history showing the date and subject of each communication between the lender
and the borrower or endorser relating to collection of a delinquent loan; each communication
other than regular reports by the lender showing that an account is current, between the
lender and a credit bureau regarding the loan; each effort to locate a borrower whose address
is unknown at any time; and each request by the lender for pre-claims assistance on the loan.
Loan Origination Fees

C3.006 The amount of the loan origination fee the lender may charge is specified by statute. These fees
are typically deducted from the loan proceeds. For loans disbursed in multiple installments, the fees are
deducted on a pro rata basis.

C3.007 The amount of loan origination fees and any adjustments from prior periods are reported in Part
II of ED Form 799. Typically, adjustments from prior periods are loan cancellations.

Interest Benefits
C3.008 The interest rates on student loans are specified by statute. For qualified borrowers and loans,
ED pays the lender the interest benefit during certain loan statuses, typically: the in-school loan period,
the grace period, and any authorized deferment period. Usually, ED stops paying the interest when the
borrower enters repayment status and does not qualify for deferment. Interest payments may also terminate
with certain other day-specific events. These are described in 34 CFR 682.300(b)(2). Interest benefits can
be calculated using either the Average Daily Balance or Actual Accrual methods, as described in 34 CFR
682.304(b) and (c).

Special Allowance

C3.009 The special allowance paid to the lender from ED is based on the average unpaid daily loan
principal balances. The lender does not compute the special allowance payment but instead reports the
average daily balance of the loans qualifying for the payment. The Department of Education then
calculates the amount of the payment.
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-----------------------------------------------------------------------------------------------------------------Loan Portfolio Analysis

C3.010 The Department of Education requests certain information on the lender’s student loan portfolio
in order to manage the student loan program. Parts V and VI of the ED Form 799 present the lender’s
outstanding loan principal balances for each type of loan at the end of the quarter. All loans are generally
included, even if they do not qualify for the interest benefit or special allowance payment.

Loan Sales and Purchases
C3.011 Loan sales and purchases pose certain risks and therefore require additional controls. At a
minimum:
•

Steps should be taken to ensure there are no gaps in servicing the loans that were sold.

• The buyer or seller must provide notice of the transfer of the loan to the borrower, the
guaranty agency, and a national credit bureau.

• The seller must ensure that all of the required loan documentation is transferred to the
purchaser, including accurate payment histories.
C3.012

When a loan is sold, the originating lender is responsible for payment of the loan origination fee.

C3.013 The lender is required to maintain accurate records of each loan sold or purchased, including
records of the transaction.

Student Status Changes
C3.014 Changes in a student’s status (for example, conversion to repayment status) can affect the
calculation of interest benefits and special allowance payments. Schools and the guaranty agency are
responsible for monitoring the student’s status and forwarding that information to the lender using the
Student Status Confirmation Report. The lender is responsible for making proper and timely adjustments
to each loan, based on the information received.
Payment Processing

C3.015 Borrowers may prepay their student loans at any time and may request their payments be applied
to the principal of future installments. Absent a borrower’s request, prepayments are generally charged
to principal, unless the amount of the prepayment equals or exceeds 3 full payments, in which case it
should be applied to future installments and the next payment due date advanced.

C4.000

AGREED-UPON PROCEDURES ENGAGEMENTS

C4.001 As described in C2.101 agreed-upon procedures may be performed when a lender uses an outside
service bureau to service all or a portion of its student loan portfolio. The agreed-upon procedures would
be performed only on that portion of the portfolio serviced by the outside servicer. The rest of the
portfolio would be subjected to an examination-level engagement.

C3.010
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C4.002 The lender is not required to obtain an agreed-upon procedures engagement when an outside
servicer is used to service their student loan portfolio. Such an engagement is only required if the lender’s
management is not able to make all the assertions required for an examination-level engagement. If an
outside servicer services a student loan portfolio, and lender management is able to make the required
assertions, they are free to have the practitioner perform an examination-level engagement.

C4.003 As discussed in C2.101, a prerequisite for an agreed-upon procedures engagement (or portion
of an engagement) is that the lender obtain from the service organization an audit/attestation report. This
report should meet the requirements described in C2.305.
C4.004 The overall objective of an agreed-upon procedures engagement is to present findings to help
users evaluate management’s assertions about the lender’s compliance with specified requirements. SSAE
No. 3 requires the users to participate in establishing the procedures to be performed and take responsibility
for the adequacy of these procedures for their purposes. The Department of Education has accomplished
this through the publication of their student loan audit guide. Management’s assertions for an agreed-upon
procedures engagement are summarized in Illustration C-5. The agreed-upon procedures are described
in the work program included in section C6.013.

Illustration C-5
Management’s Assertions for An
Agreed-Upon Procedures Engagement
Compliance
Requirement
Compilation of
billing information
from servicer

Service
organization
audit/attestation
report
Service
organization report
findings

Management Assertion
The information included in the ED Form 799s
submitted to ED during the year ended 12/31/XX
pertaining to loans serviced by the service
organization(s) agrees with the billing information
provided by the servicer. (applicable when the lender
prepares the ED Form 799).

Exam Step5
B.1.

The ED Form 799s submitted during the year were
prepared by (insert name of service organization.)
(Applicable when the service organization prepares the
ED Form 799).
The service organization audit/attestation report meets
the requirements in Section III of ED student loan audit
guide for the alternative method engagement.

B.2.

All matters of material noncompliance applicable to the
lender’s portfolio reported in the service organization
audit/attestation report, or in a separate communication,
are disclosed below (in representation letter to
practitioner.)

A.1.

A.2.

5 Refers to the examination procedure step in the work program included in section C6.013.
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C5.000

REPORTING

Submission of Reports

C5.001 Only certain lenders are required to submit the full reporting package described in Illustration
C-4. Those lenders required to submit are:

•

Lenders that originate and/or hold $10 million or more in student loans in a fiscal year.

•

Other lenders where reports identify findings of noncompliance.

C5.002 Lenders that originate or hold less than $10 million in student loans, whose reports do not
disclose findings of noncompliance, should hold the reports for three years and submit them only if
requested by ED.
C5.003

The following table summarizes the reports that comprise a full reporting package.
Illustration C-4
Summary of Required Reports
( = report required)

Engagement Type

Report Description
Prepared by the practitioner
An opinion (or disclaimer if conditions warrant) on the lender’s
assertions about compliance with specified requirements.
(C5.004)
A report based on an agreed-upon procedures attestation
engagement on the lender’s assertions. (C5.006)
A schedule of findings and questioned amounts found by the
practitioner or disclosed in management’s assertions. (C5.008)
A copy of written communications to the lender’s management of
any reportable conditions or material weaknesses noted.
(C5.010)
The practitioner’s comments on prior year’s resolution matters.
(C5.011)
If applicable, the separate report on illegal acts that could result in
criminal prosecution. (C5.012)

Examination

Agreed-Upon
Procedures

N/A

Prepared by the lender
Corrective action plan. (C5.013)

6 Normally, all the findings in an agreed-upon procedures engagement are included in the report. A
separate schedule of bindings report is not usually required.
7 A practitioner is not required to consider the internal control structure when performing an agreed-upon
procedures engagement. If these conditions or weaknesses come to the practitioner’s attention while
performing the engagement, they should be communicated to the lender’s management in writing.
C5.001

9/95

CREDIT UNION AUDIT MANUAL

C-23

♦ ---------------------------------------------------------------------------------------------------------Examination Engagement Opinion
C5.004 Section C6.009 to this Appendix is an example of a standard report for an examination of a
lender’s student loan portfolio. See SSAE No. 3, paragraphs 53 through 60 for additional guidance.
C5.005

The standard report should be modified if any of the following conditions exist.
Material Noncompliance. The nature of the report modification will depend on
whether management discloses a description of the noncompliance in its assertion. If
management discloses the noncompliance, the practitioner will add an explanatory
paragraph after the opinion paragraph of the standard report. If management does not
disclose the noncompliance (for example, they disagree with the practitioner as to its
materiality) the practitioner should express either a qualified or adverse opinion. In
this situation, the explanatory paragraph would precede the opinion paragraph.

Material Uncertainty. In certain instances, the outcome of future events may affect
the determination of compliance, for example, an on-going regulatory investigation.
If such a matter is material, the practitioner should add an explanatory paragraph to
the report, if management discloses the uncertainty in their assertions. If management
does not disclose the uncertainty, the practitioner should add an explanatory paragraph
to the report and consider the need for a qualified or adverse opinion.

Restriction on the Scope of the Engagement. Various circumstances may affect the
scope of management’s written assertions and therefore, the scope of the practitioner’s
engagement. For example, a lender may have sold some or all of its student loans
since origination and may no longer have the loan documents or other evidential
matter. Refer to the guidance contained in SSAE No. 2, paragraphs 63 through 66
(AT Sec. 400.63 through 400.66).
Reliance on the Report of Another Practitioner. If the practitioner decides to refer to
the report of another practitioner as the basis, in part, for the practitioner’s report, he
or she should refer to the guidance contained in SSAE No. 2, paragraphs 67 and 68
(AT Sec. 400.67 and 400.68).

Agreed-Upon Procedures Report
C5.006 An agreed-upon procedures report is in the form of procedures and findings. In this type of
report, all findings are presented. The practitioner should not provide negative assurance about whether
management’s assertion is fairly stated. Section C6.014 contains an example of an agreed-upon procedures
report.
Combined Report

C5.007

When the practitioner performs a combined engagement, he or she would issue:

• An examination report for the examination of the lender management’s assertions on the
portion of the student loan portfolio serviced by the lender.

• An agreed-upon procedures report on the lender’s assertions relative to the portion of the
student loan portfolio serviced by a third-party service organization.
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-------------------------------------------------------------------------------------------------------------------------------- ------- Schedule of Findings and Questioned Amounts
C5.008 This report is required in an examination-level engagement. All instances of noncompliance that
are material individually or in the aggregate must be reported, even in cases where corrective action was
taken by the lender after the examination period. There are two exceptions. The following are not to be
included in the Schedule of Findings and Questioned Amounts:

•

Instances of noncompliance that are detected and corrected in a timely manner by the
lender’s internal control structure.

•

Noncompliance identified in management’s assertions for which a waiver was received.

C5.009 If noncompliance is found, the practitioner must include the following information for each
finding (if applicable):

•

The number of units and dollar value of the population.

•

The number of units and dollar value of the selected sample.

•

The number of units and dollar value of the instances of noncompliance.

A sample schedule is illustrated in section C6.008.
Reportable Conditions and Material Weaknesses

C5.010 In an examination level engagement, the practitioner’s responsibility to communicate reportable
conditions and material weaknesses is similar to the responsibilities described in SAS No. 60,
Communication of Internal Control Structure Related Matters Noted in an Audit (AU Sec. 325). However,
The ED audit guide requires all communication of these matters to be in writing, a copy of which must be
included in the student loan reporting package.

Practice Tip:

Except for the reportable conditions and material weakness letter described in C5.008, no other
internal control reports are required. The Yellow Book requirements for a report on internal
controls do not apply to an examination of a student loan portfolio.

Prior Year’s Resolution of Matters

C5.011 The practitioner must report on the status of findings and recommendations from the prior year’s
examinations, guaranty reviews and Department of Education program reviews related to the student loan
program.
Illegal Acts

C5.012 If the practitioner becomes aware of illegal acts or indications of such acts that could result in
criminal prosecution (except those that are clearly inconsequential) he or she should promptly prepare a
separate written report. The report should be submitted to ED within 30 days after the discovery of the
act. After the discovery of an illegal act, the practitioner should use discretion to avoid any actions that
would compromise the protection of an individual’s rights and the integrity of any official inquiries.

C5.008

9/95

CREDIT UNION AUDIT MANUAL

C-25

Corrective Action Plan

C5.013 The corrective action plan should be developed by the lender. Guidance on the contents of the
plan, including an example is included in the ED audit guide.
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C6.000

STUDENT LOAN PROGRAM ENGAGEMENTS
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C6.001

EXAMINATION (STANDARD) ENGAGEMENT
ENGAGEMENT LETTER1
[Firm Letterhead]

[Date]
[To: Lender]

This letter is to confirm our understanding of the arrangements for the services we are to provide for
(lender). We ask that you either confirm or amend that understanding.
We will examine management's assertions that the (lender) complied with the applicable Federal Family
Education Loan Program (FFELP) compliance requirements relative to the information prepared and
submitted on the (lender's) quarterly Lender's Interest and Special Allowance Requests and Reports (ED
Form 799s) to the U.S. Department of Education for the year(s) ended. The purpose
of our examination is to express an opinion on management's assertions. If we discover we cannot issue
an unqualified opinion, we will discuss the reasons with you before submitting a different kind of report.
We understand that our report will be made available by you to the U.S. Department of Education in
connection with its responsibilities for oversight of the Federal Family Education Loan Program.
Furthermore, it is understood that our report will be a matter of public record and its distribution will not
be limited.
We will conduct our examination in accordance with Government Auditing Standards, issued by the
Comptroller General of the United States; standards established by the American Institute of Certified
Public Accountants; and the audit guide, Compliance Audits (Attestation Engagements) of the Federal
Family Education Loan Program at Participating Lenders (the Guide), issued by the U.S. Department of
Education, Office of the Inspector General, dated March 1995. Those standards require that we plan and
perform the examination to obtain reasonable assurance about whether managements assertions relative to
compliance with FFELP compliance requirements are free of material misstatement. However, because
of the concept of reasonable assurance and because we will not perform a detailed examination of all
transactions, there is a risk that material errors, irregularities, or illegal acts, including fraud or
defalcations, may exist and not be detected by us. However, we will inform you of any irregularities or
illegal acts that come to our attention, unless they are clearly inconsequential.

1 The Department of Education Audit Guide describes the minimum requirements for an engagement
letter (see section C2.201). This example letter includes optional items that go beyond the minimum
requirements.

C6.001
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♦ ------------------------------------------------------------------------------- _----------We will examine, on a test basis, evidence supporting management's assertions relative to compliance with
FFELP compliance requirements; therefore, our examination will involve judgments about the number of
transactions to be examined. Our responsibility is limited to the periods covered by the examination and
does not extend to matters that might arise during any later periods for which we were not engaged.

Our procedures will include tests of the accounting records of the (lender) and other procedures we
consider necessary to enable us to express an opinion on management's assertions regarding the (lender's)
compliance with the aforementioned requirements relative to the information prepared and submitted to
the U.S. Department of Education on the (lender's) quarterly ED Form 799s.

The assistance to be supplied by your personnel, including the preparation of schedules, has been discussed
and coordinated with (employee's name and title) It is our understanding that you will provide us with
the basic information required for our examination and that you are responsible for the accuracy and
completeness of that information. This responsibility includes the maintenance of adequate records and
related internal control structure policies and procedures and the safeguarding of assets.
Our examination is not designed and cannot be relied on to disclose reportable conditions, that is,
significant deficiencies in the design or operation of the internal control structure. However, if during our
examination we become aware of reportable conditions or ways that we believe management practices can
be improved, we will communicate them to you.
Compliance with laws and regulations applicable to (lender's) participation in the Federal Family Education
Loan Program is the responsibility of the (lender's) management. As part of obtaining reasonable
assurance that managements assertions regarding compliance with FFELP requirements, we will perform
tests of the (lender's) compliance with certain provisions of laws and regulations. However, the objective
of our examination will not be to provide an opinion on overall compliance with such provisions, and we
will not express such an opinion.
We understand that the workpapers for this engagement are the property of (CPA firm) and constitute
confidential information. However, we may be requested to make certain workpapers available to the U.S.
Department of Education pursuant to authority given to it by law or regulation. If requested, access to such
workpapers will be provided under the supervision of (CPA firm) personnel. Furthermore, upon request,
we may provide photocopies of selected workpapers to the U.S. Department of Education. The U.S.
Department of Education may intend, or decide, to distribute the photocopies or information contained
therein to others, including other governmental agencies.
Our fees are based on the time required by the individuals assigned to the engagement, plus direct
expenses. Individual rates vary according to the degree of responsibility involved and the skill required.
Monthly billings will be submitted as work progresses and as expenses are incurred. Our invoices for these
services are due upon presentation. In accordance with our firm policies, work may become suspended
if your account becomes more than 30 days or more overdue and will not be resumed until your account
is paid in full.

Our fee for this engagement will be at our regular rates, and we expect the total will be $. It should
be understood that circumstances may arise that will require our services to be extended. If it appears the
estimated fee will be exceeded, we will bring this to your attention promptly.
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-----------------------------------------------------------------------------------------------------------------All disputes arising out of our services in connection with this engagement (including those regarding the
scope, nature, and quality of the services performed by us) shall be submitted to arbitration before and
under the commercial rules of the American Arbitration Association, and all determinations of the
arbitrator shall be final and binding.
If this letter defines the arrangements as you understand them, please sign and date the enclosed copy and
return it to us. If you have any questions or would like to discuss any changes, please let us know.
Very truly yours,

[CPA Firm's Signature]

Confirmed:

[Lender's Name]

[Signature, CEO]

[Date]

C6.001
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EXAMINATION (STANDARD) ENGAGEMENT
MANAGEMENT REPRESENTATION LETTER
[Lender's Letterhead]

[Date of Practitioner's Report]

[To: CPA Firm]

In connection with your examination of our assertions regarding compliance with the Federal Family
Education Loan Program (FFELP) compliance requirements relative to the information prepared and
submitted on the (lender's) quarterly Lender's Interest and Special Allowance Requests and Reports (ED
Form 799s) to the U.S. Department of Education for the year(s) ended, for the purpose of expressing an
opinion on our assertions regarding compliance, we confirm, to the best of our knowledge and belief, the
following representations made to you during your examination:
1. We are responsible for complying with the requirements of the Federal Family Education Loan
Program.

2. We are responsible for and we have established and maintained an internal control structure over
FFELP compliance requirements.
3. We assert that during the year(s) ended, the (lender) has complied, in all material respects, with FFELP
requirements, including the following:1

The loan information (loan types, interest rates, beginning and ending principal loan balances) and
loan status (past due, in grace, deferment) reported in Parts I, II, III, IV, V, and VI of ED Form
799s submitted by the (lender) agree with our summary accounting records, such as the general
or subsidiary ledgers.
The loans reported in the ED Form 799s submitted by the (lender) were supported by loan records
that included the applicable documents listed in Section II, Compliance Requirement 2, of the
Audit Guide issued by the U.S. Department of Education (ED).
The loan information reported in Part II in the ED Form 799s submitted by the (lender) was
complete, properly classified, and computed in accordance with the instructions. Loan origination
fees in excess of interest and special allowance were paid to ED.

1 This detail is not necessary if management provides a separate letter detailing the assertions (see
section C6.003).
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--- .-------------------------------------------------------------------------------------------------------------Loans included in Part III of ED Forms 799s submitted by the (lender) were: (1) in a status eligible
for interest benefits, (2) assigned the correct interest rate in accordance with Section 427A(a)-(h)
of the Higher Education Act, and (3) classified in the correct interest rate category on the ED Form
799s in accordance with the applicable instructions. The ending principal amounts, the average
daily balances, and the interest amounts were calculated in accordance with the instructions.
Loans included in Part IV of ED Form 799s submitted by the (lender) were: (1) in a status eligible
for special allowance, and (2) properly categorized on the ED Form 799 in accordance with the
instructions. The ending principal balances, the average daily balances and the adjustments for
differences in average daily balances were calculated in accordance with the instructions.
The loan principal balances reported in parts V and VI of the ED Form 799s prepared and
submitted by the (lender) are materially correct, include all outstanding loans (except those for
which the guaranty was voided and are not included in Part VI), and are properly classified.
Loan purchases and sales were recorded in accordance with the purchase/sales agreements with
respect to the start/end date of eligibility for special interest, special allowance and responsibility
for payment and loan origination fees. Loan origination fees for which we were responsible were
paid to ED in accordance with the agreements.

Loan records were updated to reflect changes to student status, including conversion to payment
status, accurately and promptly upon receipt of Student Status Confirmation Reports or other
notification of change information.

Loan payments are applied effective with the day of receipt. Interest and principal are calculated
in accordance with 34 CFR 682.304. Prepayments are applied in accordance with 34 CFR
682.209(b) or in accordance with the documented specific request of the borrower.
4. We have made available to you:
a. All financial records and related data pertaining to our assertions enumerated above.

b. All minutes of meetings (Board of Directors, loan committee, etc.) relevant to our compliance with
FFELP requirements.

c. All regulatory reports, including correspondence from the U.S. Department of Education
pertaining to our compliance with FFELP requirements.
5. There have been no:

a. Irregularities involving management or employees who have significant roles in the internal control
structure over FFELP requirements.
b. Irregularities involving other employees that could have a material effect upon compliance with
FFELP requirements.

C6.002
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c. Communications from regulatory agencies or the U.S. Department of Education concerning
noncompliance with FFELP requirements.

6. Except for instances of noncompliance included in the Schedule of Findings and Questioned Amounts,
there have been no violations or possible violations of laws or regulations concerning the FFELP that
have come to our attention.
7. There are no unasserted claims or assessments regarding our compliance with FFELP requirements
that our lawyers have advised us are probable of assertion.

8. There are no material transactions impacting our FFELP portfolio that have not been properly recorded
in our underlying accounting records.
Very truly yours,

[Lender's Management]
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C6.003

EXAMINATION (STANDARD) ENGAGEMENT1
MANAGEMENT’S ASSERTIONS

We, as members of management of (lender), are responsible for complying with the requirements of the
Federal Family Education Loan Program (FFELP). We are responsible for and we have established and
maintained an internal control structure over FFELP compliance requirements. We assert that during the
year(s) ended, the (lender) has complied, in all material respects, with FFELP
requirements, including the following:

- The loan information (loan types, interest rates, beginning and ending principal loan balances) and loan
status (past due, in grace, deferment) reported in Parts I, II, III, IV, V, and VI of ED Form 799s
submitted by the (lender) agree with our summary accounting records, such as the general or subsidiary
ledgers.
- The loans reported in the ED Form 799s submitted by the (lender) were supported by loan records that
included the applicable documents listed in Section II, Compliance Requirement 2, of the Audit Guide
issued by the U.S. Department of Education (ED).
- The loan information reported in Part II in the ED Form 799s submitted by the (lender) was complete,
properly classified, and computed in accordance with the instructions. Loan origination fees in excess
of interest and special allowance were paid to ED.
- Loans included in Part III of ED Forms 799s submitted by the (lender) were: (1) in a status eligible for
interest benefits, (2) assigned the correct interest rate in accordance with Section 427A(a)-(h) of the
Higher Education Act, and (3) classified in the correct interest rate category on the ED Form 799s in
accordance with the applicable instructions. The ending principal amounts, the average daily balances
and the interest amounts were calculated in accordance with the instructions.

- Loans included in Part IV of ED Form 799s submitted by the (lender) were: (1) in a status eligible for
special allowance, and (2) properly categorized on the ED Form 799 in accordance with the instructions.
The ending principal balances, the average daily balances and the adjustments for differences in average
daily balances were calculated in accordance with the instructions.
- The loan principal balances reported in parts V and VI of the ED Form 799s prepared and submitted by
the (lender) are materially correct, include all outstanding loans (except those for which the guaranty was
voided and are not included in Part VI) and are properly classified.
- Loan purchases and sales were recorded in accordance with the purchase/sales agreements with respect
to the start/end date of eligibility for special interest, special allowance and responsibility for payment
and loan origination fees. Loan origination fees for which we were responsible were paid to ED in
accordance with the agreements.

1 This letter serves as management's written assertions regarding compliance with the FFELP if those
assertions are not detailed in the management representation letter (see section C6.002).
C6.003
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------------------------------------------------------------------------------------------------------------------ Loan records were updated to reflect changes to student status, including conversion to payment status,
accurately and promptly upon receipt of Student Status Confirmation Reports or other notification of
change information.

- Loan payments are applied effective with the day of receipt. Interest and principal are calculated in
accordance with 34 CFR 682.304. Prepayments are applied in accordance with 34 CFR 682.209(b) or
in accordance with the documented specific request of the borrower.

Very truly yours,

[Lender's Management]
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LENDER PAY HISTORY SEARCH REQUEST1

C6.004

DATE:____________________________

TO:

U.S. Department of Education
Attention: 799 Department
P.O. Box 4134
Greenville, Texas 75403-4134
FAX (903) 408-4595

FROM: ____________________________
SUBJECT: Lender Number
In connection with the Student Loan Audit of_ we are
requesting the 799 Interest Payment Lender Pay History Searches for the quarters ended.

Please send these to my attention at the following address:
[CPA Firm]
If you have any questions, please contact me at. Thank you for your timely attention to
this request.

Sincerely,

[CPA Firm's Signature]

1 Questions about this request can be directed to ED's contractor, E-Systems, Inc. at (800) 435-7709.
C6.004
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EXAMINATION ENGAGEMENT
INTERNAL CONTROL MEMO

As part of the annual audit procedures, we performed an analysis and evaluation of the (lender's) internal
control structure. Included in this analysis was an evaluation of controls within the (lender's) loan
processing and recordkeeping system. The annual audit internal control evaluation workpapers were
reviewed to identify any material weakness within the loan area and determine what effect these weaknesses
would have on the compliance audit of the (lender's) Federal Family Educational Loan Program.
Additional functions specifically related to the student loan program:

799s prepared by:___________________________________________________
799s reviewed by:___________________________________________________

Student loans reconciled by:__________________________________________

Based on the results of this review, no material weaknesses or reportable conditions were noted in the
student loan processing and recordkeeping internal control structure.
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C6.006

Examination (Standard) Engagement —
Federal Family Education Loan Program —
Audit Program
Client:____________________________________________________________________________
Date: ____________________________________________________________________________

PLANNING

1.

Performed
By

W/P
Ref.

Date

Hold a pre-engagement meeting to determine the level of
engagement to be performed (standard, combined or alternative
depending on whether a third party servicer is used and all or
part of the student loan portfolio is serviced).

a. Obtain management's assertions relative to the information
contained in the (lender's) quarterly ED Form 799s for the
period.
_______

_______

______

2. Obtain FFELP Program information summary.
3.

Obtain an engagement letter.

4. Prepare audit work programs.

5.

Prepare a time budget. (Review information summary for
approximate sample size).
-----------

-----------

---------

6.

Determine staffing and timing of the engagement.

7.

Request 799s Interest Payment Lender Pay History searches for
all applicable quarters from the U.S. Department of Education
(approximately one week prior to field work).
-----------

-----------

---------

Request copies from the (lender) of all ED Form 799s filed
during the year(s) being examined.
-----------

-----------

---------

8.
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EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
AUDIT PROGRAM (Continued)

PLANNING

Performed
By

9. Document consideration of internal control policies and
procedures over compliance with specific requirements of the
student loan audit guide.

-----------

Date

W/P
Ref.

-----------

---------

10. Read management letter issued in conjunction with the annual
audit of the (lender) for comments relating to student loans.

a. If comments were noted, consider their impact on planned
procedures for the student loan audit.
11. Review correspondence files relating to the credit union student
loan programs.
-----------

-----------

---------

12. Review latest examiner's reports for comments on student loans.

a. If noted, consider implications of comments on student loan
audit procedures.
13. Inquire as to whether the Department of Education has performed
an audit of the (lender's) student loan portfolio.

a. If applicable, obtain a copy of the related report.

Prepared by: - ----------------------------------------------------------- Date:___________________________
(In-Charge)

Reviewed by: ------ ----------------------------------------------------- Date:___________________________
(Partner)
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EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAMAUDIT PROGRAM (Continued)

PROCEDURES

Performed
By

Date

W/P
Ref.

A. GENERAL
1. For all quarters being examined, compare ED Form 799s to
the corresponding Lender Pay History Searches obtained
from the Department of Education.

2. For all quarters, agree the loan information reported on the
ED Form 799s to the loan trial balance.
B. PART II - ED FORM 799s

1. From the new loan reports for the quarters examined, select
a sample (if applicable) and agree the loan amount and
origination fee to Part II. (Sample must include loans from
each quarter examined).
2. Recalculate the loan origination fees reported on ED 799s.

3. If applicable, examine support for prior period adjustments
reported on Part II.
4. If the fees due as reported on Part II exceed the interest and
special allowance reported on Part III, verify that the (lender)
remitted the fees to the Department of Education.
C. PART III - ED FORM 799s

1. Obtain the detail listing supporting the amounts included in
Part III.
-----------

-----------

---------

2. Select a sample of loans from the list above:
a.

Verify that the loans have been assigned appropriate
interest rates, in accordance with the provisions of the
Higher Education Act.
-----------

-----------

---------

b. For loans designated as in school and in grace or in
authorized deferment, determine that the (lender) billed
ED for the proper time period.
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EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
AUDIT PROGRAM (Continued)

PROCEDURES

Performed
By

3. Recalculate the average daily balance and accrued interest
amounts.
_______

W/P
Ref.

Date

_______

4. If applicable, examine support for prior period adjustments
reported on Part III.

D. PART IV - ED FORM 799s
1. Obtain the detail listing supporting the amounts reported in
Part IV.
_______

_______

2. From the list obtained in step D. 1., select a sample of loans
and examine documentation in the loan file to verify:

a.

Loans are reported by the proper time period and special
allowance code.

b.

Special allowance requests have not been made for loans
in the following categories:

Nonsubsidized Stafford loans.
’Loans paid-in-full.
Unconsummated loans (cancellations).
Loans with future disbursements.
’Loans without reinsurance.
*Loans for which payment on a loss claim has been
received.
_______________
vii. *Loans with due diligence in collection/timely filing
of claims violations (sufficient to cause a loss of
guaranty).
----------- ----------- ---------

i.
ii.
iii.
iv.
v.
vi.

3. Test the accuracy of the average daily principal balances
reported on Part IV.
-----------

-----------

---------

’ Loans meeting these criteria may be eligible for special allowance payments for quarters preceding
the noted conditions.
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EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
AUDIT PROGRAM (Continued)

Performed

PROCEDURES

By

Date

W/P

Ref.

4. If applicable, test the amounts reported as adjustments for
difference in average daily principal balance verifying:

a.

Proper interest rate and loan category were reported.

b.

Correct principal amount and billing days were used in
the calculation.

c.

No special allowance payments claimed for loans
converted from fixed rates subject to excess interest
rebate to annual variable rates for quarters prior to
conversion.

E. LOAN DOCUMENTATION TESTING

1. Select a sample of loans from the loan trial balance and agree
information from trial balance to detailed loan records.

a.

Verify that the loan is properly classified as to loan type
on the loan trial balance and that totals by loan type are
properly reported on Part V of ED Form 799s.

b. Determine that loans having voided guarantees are
excluded from totals reported on ED Parts V and VI,
unless they were cured.
-----------

-----------

---------

c. Verify that loans are properly reported on Part VI as to
the following:

i.
ii.
iii.
iv.

Loans in school and in grace.
Loans in authorized deferment.
Loans in repayment or forbearance.
Loans from step E.1.c.iii. are properly classified as
to delinquency status.

-------------------------------

-------------------------------

-------------------------

-----------

-----------

---------

-----------

-----------

---------

2. For the sample selected in step E.1., examine the loan files
for the required documentation:

a.
9/95

Loan application.
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----------------------------------------------------------------------------------------------------------------EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
AUDIT PROGRAM (Continued)

PROCEDURES
b.

Copy of signed promissory note, including repayment
instrument.

c.

Repayment schedule.

Performed
By

Date

W/P
Ref.

d. Record of each disbursement of loan proceeds.
e.

Payment history, including date and amount of each
payment and amounts applied to principal, interest, late
charges and other costs.

The following documents are required when applicable conditions
exist:
f.

Evidence of eligibility for a deferment.

g.

Documentation required for exercise of forbearance.

h.

Documentation of the loan's assignment.

i.

Collection history and copies of related correspondence.

[Note: If you become aware of changes in a borrower's address
or status, a notice of this change should be maintained in the
file.]
3. For loan files containing instructions from the borrower
regarding the allocation of prepayments to principal and
interest, ascertain whether the (lender) is applying
prepayments accordingly, effective with the date of receipt.

4. Request account histories for the loans selected in step E.1.
and verify that correct payment amounts are being applied to
loan balances and are being properly allocated as to principal
and interest effective with the date of receipt.
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EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
AUDIT PROGRAM (Continued)

PROCEDURES
F.

Performed
By

W/P
Ref.

Date

LOAN SALES AND PURCHASES

1. Obtain a detailed listing of all student loans sold and
purchased during the quarters being examined.
2. From the listing in step F.1., select a sample of loans
purchased/sold and obtain copies of the underlying
agreements.
3. Determine that the transactions were recorded in accordance
with the terms of the agreements as to:

a.

Start/end date of eligibility for interest benefits and
special allowance.

b.

Responsibility for payment of loan origination fees.

4. For loans sold in the quarter originated, determine that the
(lender) reported the origination fee for which it was liable to
ED on Part II.
G. STUDENT STATUS CHANGES
1. Select a sample from a listing of Student Status Confirmation
Reports received by the (lender) during the quarters being
examined and trace to loan records to determine that changes
were made accurately and promptly.
-----------

2. Verify that loans converted to repayment status were done in
accordance with regulations.

-----------

-----------

---------

-----------

---------

Prepared by:Date:----------------------------------------(In-Charge)

Reviewed by:Date:----------------------------------------(Partner)
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-----------------------------------------------------------------------------------------------------------------EXAMINATION (STANDARD) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
AUDIT PROGRAM (Continued)
Performed
COMPLETING THE ENGAGEMENT___________________________ By

1.

Date

W/P
Ref.

Draft report

a. Examination (standard) engagement
b. Combined engagement
2. Prepare a Schedule of Findings and Questioned Amounts,
including material noncompliance.

3.

Prepare a letter to the (lender)'s management communicating any
reportable conditions or material weaknesses noted.

4. Prepare a letter commenting on prior year's resolution matters,
if applicable.

5.

Consider whether findings detected conditions or circumstances
that would make the risk assessment documented in the planning
stage no longer applicable.
a. Determine audit implications and document additional
procedures performed thereof.

6.

If evidence obtained during the engagement indicated the possible
existence of an irregularity, illegal act, or situation indicative of
fraud or abuse, consider its implication on the scope of our
procedures and the nature of our report.

a. If applicable, prepare a separate report, as described in the
ED audit guide.

-----------

-----------

---------

Obtain signed representation letter, dated the last day of field
work.

-----------

-----------

---------

8.

Complete time accumulation and compare to budget.

-----------

-----------

---------

9.

Clear and dispose of all review notes.

-----------

-----------

---------

7.

Prepared by:---------------------- --------------------------------------- Date:------------------------------------------(In-Charge)

Reviewed by:Date:----------------------------------------(Partner)
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FEDERAL FAMILY EDUCATION LOAN PROGRAM
LOAN TESTING WORKSHEET

C6.007

[Lender]
Examination Date:

of

ATTRIBUTES (See attached)
Account #

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

30
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-----------------------------------------------------------------------------------------------------------------FEDERAL FAMILY EDUCATION LOAN PROGRAM
LISTING OF ATTRIBUTES-LOAN TESTING WORKSHEET (cont.)
1.

Examined loan application.

2. Examined signed promissory note, including repayment instrument.

3. Examined repayment schedule.
4. Traced loan proceeds and date of disbursement from subsidiary records to loan disbursement
documentation.
5. Examined loan documents for proper classification as to loan type and status.

6. Proper interest rate in accordance with Section 427A(a)-(h) of the Higher Education Act.
7. Interest benefits billed to Department of Education for the proper period.

8. Recalculated average daily loan balance.

9. Examined loan documents for proper special allowance code.

10. If applicable, special allowance request was terminated when a day-specific event occurred as
documented in the borrower's file.
11. Special allowance request has not been made if loan is in any of the following categories:
• Nonsubsidized Stafford loans
• Unconsummated loans (cancellations)
• Loans with future disbursements
•*Loans without reinsurance
• ‘Loans paid-in-full
• ‘Loans for which payment on a loss claim has been received
• ‘Loans with due diligence in collection/timely filing violations
12. If applicable, tested prior period adjustment for proper recording.
13. If in repayment, review payment history to determine the following:

• Payments are applied to the loan balance effective with the day of receipt.
• Payments are properly allocated between principal and interest.
• Prepayments are allocated in accordance with the documented instructions.

* Loans meeting these criteria may be eligible for special allowance payments for quarters preceding
the noted conditions.
C6.007
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FEDERAL FAMILY EDUCATION LOAN PROGRAM
LISTING OF ATTRIBUTES—LOAN TESTING WORKSHEET
(Continued)

14. If applicable, examined the following:

•
•
•
•
•
•

Notice of change in borrower's address.
Notice of change in borrower's status as at least a half-time student.
Evidence of the borrower's eligibility for a deferment.
Documents required for the exercise of forbearance.
Documentation for the assignment of the loan.
Documentation relating to collection of delinquent loan.

15. For loan sales and purchases:

• Transaction was recorded in accordance with the terms of the agreement as to the start/end date
of eligibility for interest benefits and special allowance.
• Transaction recorded in accordance with the terms of the agreement as to responsibility for
payment of loan origination fees.

16. For loans with student status changes:
• Traced from Student Status Confirmation Report to the loan documentation to determine that the
changes were made accurately and promptly.
• If converted to repayment status, reviewed to determine that it was done in accordance with
regulations.
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C6.008

EXAMINATION ENGAGEMENT
SCHEDULE OF FINDINGS AND QUESTIONED AMOUNTS

The ED audit guide requires that the Schedule of Findings and Questioned Amounts include the information
outlined below, where applicable.
1.

Statement of condition - the nature of the deficiencies, e.g., a regulation not being followed.

2.

Criteria - what the lender should be doing, e.g., the specific regulation, a prudent management
practice, or an internal control procedure.

3.

Effect - what happened as a result of the condition; this should be quantified in terms of dollar value
in all possible instances and described as thoroughly as possible.

4. Cause - why the condition exists, e.g., the entity was unaware of the regulation or internal control was
not a high priority of the entity.
5.

Recommendation - what the entity should do to correct the condition; normally addresses the cause,
e.g., develop procedures to implement regulation or specific actions to follow established procedures.

The practitioner must attempt to identify the condition, criteria, effect, and cause to provide sufficient
information to ED officials to permit timely and proper audit resolution. These findings may also serve
as a basis for ED to conduct further work.

In describing the condition and effect, the practitioner must provide, if applicable, the following:

1.

The number of units and dollar value of the population.

2. The number of units and dollar value of the selected sample.

3.

C6.008

The number of units and dollar value of the instances of noncompliance.
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♦ -----------------------------------------------------------------------------------------------------------------C6.009

EXAMINATION ENGAGEMENT
OPINION ON MANAGEMENT'S ASSERTIONS OF COMPLIANCE
WITH SPECIFIED REQUIREMENTS APPLICABLE TO THE
FEDERAL FAMILY EDUCATION LOAN PROGRAM

[Firm's Letterhead]
Independent Accountant's Report

[Lender]
We have examined management's assertions included in its representation letter dated (date), that (lender)
complied with the Federal Family Education Loan Program (FFELP) compliance requirements presented
as accompanying information to this report. These assertions and compliance requirements are relative
to (lender's) quarterly Lender's Interest and Special Allowance Request and Reports (ED Form 799s)
submitted to the U.S. Department of Education during the year(s) ended. As discussed in that
representation letter, management is responsible for the lender's compliance with those requirements. Our
responsibility is to express an opinion on management's assertions about (lender's) compliance based on
our examination.

Our examination was made in accordance with Government Auditing Standards, issued by the Comptroller
General of the United States; standards established by the American Institute of Certified Public
Accountants; and the Audit Guide, Compliance Audits (Attestation Engagements) of the Federal Family
Education Loan Program of Participating Lenders (the Guide), issued by the U.S. Department of
Education, Office of Inspector General, dated March 1995 and, accordingly, included examining, on a test
basis, evidence about (lender's) compliance with those requirements and performing such other procedures
as we considered necessary in the circumstances. We believe that our examination provides a reasonable
basis for our opinion. Our examination does not provide a legal determination on (lender's) compliance
with specified requirements.
In our opinion, management's assertions that (lender) complied with the aforementioned requirements
relative to the (lender's) quarterly ED Form 799s submitted during the year(s) ended_______ are fairly
stated, in all material respects'.

This report is intended solely for the information of the supervisory committee, management, and the U.S.
Department of Education. However, this report is a matter of public record and its distribution is not
limited

[Firm's Signature]

[Date]

1 See C5.003 for a list of circumstances requiring modification to the standard report. Example
language for modified reports can be found in paragraphs 62-68 of SSAE No. 3.
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ACCOMPANYING INFORMATION1
Management assertions regarding compliance with the Federal Family Education Loan (FFEL) Program
compliance requirements relative to information prepared and submitted on the (lender's) quarterly
(lender's) Interest and Special Allowance Reports (ED Form 799s) are as follows:

I. The loan information (loan types, interest rates, beginning and ending principal loan balances) and loan
status (past due, in grace, deferment) reported in Parts I, II, III, IV, V, and VI of ED Form 799s
submitted during the year(s) ended
agree with the (lender's) summary accounting
records, such as the general or subsidiary ledgers.
II. The loans reported in the ED Form 799s submitted during the year(s) ended
were supported
by loan records that included the applicable documents listed in Section II, Compliance Requirement
2, of the Audit Guide.

III. The loan information reported in Part II in the ED Form 799s submitted during the year(s) ended
was complete, properly classified, and computed in accordance with the instructions.
Loan origination fees in excess of interest and special allowance were paid to ED.
IV. Loans included in Part III of ED Forms 799s submitted during the year(s) ended
were (1)
in a status eligible for interest benefits, (2) assigned the correct interest rate in accordance with Section
427A(a)-(h) of the Higher Education Act, and (3) classified in the correct interest rate category on the
ED Form 799s in accordance with the applicable instructions. The ending principal amounts, the
average daily balances and the interest amounts were calculated in accordance with the instructions.

V. Loans included in Part IV of ED Form 799s submitted during the year(s) ended
were
(1) in a status eligible for special allowance, and (2) properly categorized on the ED Form 799 in
accordance with the instructions. The ending principal balances, the average daily balances and the
adjustments for differences in average daily balances were calculated in accordance with the
instructions.
VI. The loan principal balances reported in parts V and VI of the ED Form 799s are materially correct,
include all outstanding loans (except those for which the guaranty was voided are not included in Part
VI) and are properly classified.

VIL Loan purchases and sales were recorded in accordance with the purchase/sales agreements with respect
to the start/end date of eligibility for special interest, special allowance and responsibility for payment
and loan origination fees. Loan origination fees for which we were responsible were paid to ED in
accordance with the agreements.
VIII. Loan records were updated to reflect changes to student status, including conversion to payment status,
accurately and promptly upon receipt of Student Status Confirmation Reports or other notification of
change information.
1

C6.009

This information can be included in the Accountant's Report or attached as accompanying
information.
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ACCOMPANYING INFORMATION (Continued)

IX.

9/95

Loan payments are applied effective with the day of receipt. Interest and principal are calculated in
accordance with 34 CFR 682.304. Prepayments are applied in accordance with 34 CFR 682.209(b)
or in accordance with the documented specific request of the borrower.
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C6.010

AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT1
ENGAGEMENT LETTER
[Date]

[To: Lender]
This letter is to confirm our understanding of the arrangements for the services we are to provide for
(lender) for the year(s) ended. We ask that you either confirm or amend that understanding.
We will perform various agreed-upon procedures, as listed below, included in Section III of the Audit
Guide, Compliance Audits (Attestation Engagements) of the Federal Family Education Loan Program at
Participating Lenders (the Audit Guide), issued by the U.S. Department of Education, Office of Inspector
General, dated March 1995 to evaluate management's assertions that the (lender) complied with certain
U.S. Department of Education reporting requirements applicable to the (lender's) quarterly Lender's
Interest and Special Allowance Requests and Reports (ED Form 799s) submitted during the year(s) ended
for the purpose of preparing a report on the results of the procedures. The report will
indicate the assertions to which the agreed-upon procedures were applied, the intended limited distribution
of the report, state the findings, disclaim an opinion with respect to the assertions, and state that the report
relates only to the assertions and procedures specified, and that the sufficiency of the procedures is the
responsibility of the specified users of the report. We will not perform an examination of management
assertions, the objective of which is the expression of an opinion on the assertions and accordingly, we will
not express an opinion on them.
We understand that our report will be made available by the (lender) to the U.S. Department of Education
in connection with its responsibilities for oversight of the Federal Family Education Loan Program.
Furthermore, it is understood that our report is a matter of public record and its distribution will not be
limited.

The agreed-upon procedures we will perform are as follows:
1.

We will compare and agree the loan information reported in the ED Form 799s submitted to the
Department of Education during the year(s) to the billing information provided by the service
organization. [If the (lender) prepares ED Form 799s.]

1 The ED audit guide describes the minimum requirements for an engagement letter (see C2.201).
This example letter includes optional items that go beyond the minimum requirements.
C6.010
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- or -

1.

We will review the billing information from the service organization to verify that it included the
preparation of the ED Form 799s. (If the service organization prepares ED Form 799s.)

2.

We will obtain and read the service organization's audit/attestation report to ascertain that the report
meets the requirements of the Audit Guide.

3.

We will review the service organization's audit/attestation report and any separate communication from
the service organization that reports the effects of material noncompliance with FFELP requirements
on the (lender's) student loan portfolio.

4.

We will trace any noncompliance findings that have a material effect on the lender's student loan
portfolio to management's assertions. All such findings of noncompliance included in the service
organization's report that materially effect the (lender's) student loan portfolio will be included in the
Schedule of Findings and Questioned Amounts.

25. We will compare the information reported on the ED Form 799s to the (lender's) summary accounting
records.
26. We will compare the ED Form 799s to the Lender Search Report obtained from the U.S. Department
of Education.
We will not perform a detailed examination of all transactions and therefore there is a risk that material
errors, irregularities, or illegal acts, including fraud or defalcations, may exist and not be detected by us.
However, we will inform you of any irregularities or illegal acts that come to our attention, unless they
are clearly inconsequential. Our responsibility is limited to the period covered by the agreed upon
procedures and does not extend to matters that might arise during any later periods for which we are not
engaged.

The assistance to be supplied by your personnel, including the preparation of schedules and, has been
discussed and coordinated with (employee name and title). It is our understanding that you will provide
us with the basic information required for our procedures and that you are responsible for the accuracy and
completeness of that information.

We understand that the workpapers for this engagement are the property of (CPA firm) and constitute
confidential information.

However, we may be requested to make certain workpapers available to the U.S. Department of Education
pursuant to authority given to it by law or regulation. If requested, access to such workpapers will be
provided under the supervision of (CPA firm) personnel. Furthermore, upon request, we may provide
photocopies of selected workpapers to the U.S. Department of Education. The U.S. Department of

2

(Steps 5 and 6 relate to assertion I, typically not covered by service organization's report. Add
procedures for any other assertions also not covered.)
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Education may intend, or decide, to distribute the photocopies or information contained therein to others,
including other governmental agencies.

Our fees are based on the time required by the individuals assigned to the engagement, plus direct
expenses. Individual rates vary according to the degree of responsibility involved and the skill required.
Monthly billings will be submitted as work progresses and as expenses are incurred. Our invoices for these
services are due upon presentation. In accordance with our firm policies, work may become suspended
if your account becomes 30 days or more overdue and will not be resumed until your account is paid in
full.
Our fees for this engagement will be at our regular rates, and we expect the total will be $. It should
be understood that circumstances may arise that will require our services to be extended. If it appears the
estimated fee will be exceeded, we will bring this to your attention.
(Employee name and title) will be in charge of the work we are to perform for you. We
will call on others in the firm for help and counsel, as necessary.
All disputes arising out of our services in connection with this engagement (including those regarding the
scope, nature, and quality of the services performed by us) shall be submitted to arbitration before and
under the commercial rules of the American Arbitration Association, and all determinations of the
arbitrator shall be final and binding.

If this letter defines the arrangements as you understand them, please sign and date the enclosed copy and
return it to us. If you have any questions or would like to discuss any changes, please let us know.

Very truly yours,

[CPA Firm's Signature]
Confirmed:
[Lender]

[Name]

[Date]

C6.010
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AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
MANAGEMENT REPRESENTATION LETTER
[Lender's Letterhead]

[Date of Practitioner's Report]]
[To: CPA Firm]

In connection with your examination of our assertion's regarding compliance with the Federal Family
Education Loan Program (FFELP) compliance requirements relative to the information prepared and
submitted on the (lender's) quarterly Lender's Interest and Special Allowance Requests and Reports (ED
Form 799s) to the U.S. Department of Education for the year(s) ended, for the purpose of
expressing an opinion on our assertions regarding compliance, we confirm, to the best of our knowledge
and belief, the following representations made to you during your examination:

1.

We are responsible for complying with the requirements of the Federal Family Education Loan
Program.

2. We are responsible for and we have established and maintained an internal control structure over
FFELP compliance requirements

3.

We assert that during the year(s) ended, the (lender) has complied, in all material
respects, with FFELP requirements, including the following:1

-

The loan information (loan types, interest rates, beginning and ending principal loan balances) and
loan status (past due, in grace, deferment) reported in Parts I, II, III, IV, V, and VI of ED Form
799s submitted by the (lender) agree with our summary accounting records, such as the general
or subsidiary ledgers.

-

The information included in the ED Form 799s submitted to ED during the years ended December
31, 1994 and 1993 pertaining to loans serviced by the service organization(s) agrees with the
billing information provided by the service organization(s). (Applicable when the (lender) prepares
the ED Form 799s.)

-

The ED Form 799s submitted during the year were prepared by the service organization.

1 This detail need not be presented if management provides its assertions in a separate letter (see
C6.012).
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-

4.

The service organization audit/attestation report meets the requirements of Section III of the Audit
Guide for the alternative method engagement.

We have made available to you:

a. All financial records and related data pertaining to our assertions enumerated above.

b. All minutes of meetings (Board of Directors, loan committee, etc.) relevant to our compliance with
FFELP requirements.
c. All regulatory reports, including correspondence from the U.S. Department of Education
pertaining to our compliance with FFELP requirements.

5.

There have been no:

a. Irregularities involving management or employees who have significant roles in the internal control
structure over FFELP requirements.
b. Irregularities involving other employees that could have a material effect upon compliance with
FFELP requirements.

c. Communications from regulatory agencies or the U.S. Department of Education concerning
noncompliance with FFELP requirements.
6.

Except for instances of noncompliance included in the Schedule of Findings and Questioned Amounts,
there have been no violations or possible violations of laws or regulations concerning the FFELP that
have come to our attention.

7.

There are no unasserted claims or assessments regarding our compliance with FFELP requirements
that our lawyers have advised us are probable of assertion.

8.

There are no material transactions impacting our FFELP portfolio that have not been properly
recorded in our underlying accounting records.
Very truly yours,

[Lender]

C6.011
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AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
MANAGEMENT'S ASSERTIONS1

We, as members of management of (Lender), are responsible for complying with the requirements of the
Federal Family Education Loan Program (FFELP). We are responsible for and we have established and
maintained an internal control structure over FFELP compliance requirements. We assert that during the
year(s) ended, the (lender) has complied, in all material respects, with FFELP
requirements, including the following:

- The loan information (loan types, interest rates, beginning and ending principal loan balances) and loan
status (past due, in grace, deferment) reported in Parts I, II, III, IV, V, and VI of ED Form 799s
submitted by the lender agree with our summary accounting records, such as the general or subsidiary
ledgers.
- The information included in the ED Form 799s submitted to ED during the years ended December 31,
1994 and 1993 pertaining to loans serviced by the service organization(s) agrees with the billing
information provided by the service organization(s). (Applicable when the lender prepares the ED Form
799s.)
- The ED Form 799s submitted during the year were prepared by the service organization.
- The service organization audit/attestation report meets the requirements of Section III of the Audit Guide
for the alternative method engagement.

(Note: The above assertions include all those required for an alternative engagement plus assertion I from
a standard engagement which is typically excluded from the service organization's audit/attestation report.
Other assertions not included in the service organization's report must be added above.)

[Lender's Management]

1 This letter serves as management's written assertions regarding compliance with the FFELP if those
assertions are not detailed in the management representation letter (see C6.011).
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C6.013

Agreed-Upon Procedures (Alternative) Engagement —
Federal Family Education Loan Program —
Work Program
Client:____________________________________________________________________________
Date: ____________________________________________________________________________

PLANNING
1.

Performed
By

Date

W/P
Ref.

Hold a pre-engagement meeting to determine the level of
engagement to be performed (standard, combined or alternative
depending on whether a third party servicer is used and all or
part of the student loan portfolio is serviced).
a. Obtain management's assertions relative to the information
contained in the credit union's quarterly ED Form 799s for
the period.

2.

Obtain FFELP Program information summary.

3.

Obtain an engagement letter.

4.

Prepare work programs.

5.

Prepare a time budget. (Review information summary for
approximate sample size).

6.

Determine staffing and timing of the engagement.

7.

Request 799s Interest Payment Lender Pay History searches for
all applicable quarters from the U.S. Department of Education
(approximately one week prior to field work).

8.

Request copies from the lender of all ED Form 799s filed during
the year(s) being examined.

9.

Request a copy of the service organization's independent
accountant's report.
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AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
WORK PROGRAM (Continued)

PLANNING

Performed
By

W/P
Ref.

Date

10. Read management letter issued in conjunction with the annual
audit of the lender for comments relating to student loans.

a. If comments were noted, consider their impact on planned
procedures for the student loan audit.
-----------

11. Review correspondence files relating to the lender's student loan
programs.
-----------

-----------

-----------

---------

---------

12. Review latest examiner's reports for comments on student loans.

a. If noted, consider implications of comments on student loan
audit procedures.
-----------

13. Inquire as to whether the Department of Education has performed
an audit of the lender's student loan portfolio.
----------a. If applicable, obtain a copy of the related report.

-----------

-----------

-----------

---------

---------

-----------

---------

Prepared by :----------- .------------------------------------------------- Date:___________________________
(In-Charge)
Reviewed by: ------------------------------------------------------------ Date:___________________________
(Partner)
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AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
WORK PROGRAM (Continued)

COMPLIANCE PROCEDURES

Performed
By

Date

W/P
Ref.

A. INDEPENDENT ACCOUNTANT'S REPORT
1. Obtain and read a copy of the service organization's
independent accountant's report.
a.

Verify that the report includes a statement that the
engagement was conducted in accordance with
Government Auditing Standards.

b. Ascertain that the period covered by the report is the
same length as the lender's reporting period and ends
within six months of the lender's reporting period.

c.

Determine that the scope of the service organization's
report included the lender's portfolio.

d. Ascertain what lenders, functions, and compliance
requirements are covered by the report.

e.

Determine that the report opinion addresses on
compliance, or management assertions about compliance,
with the requirements of the Audit Guide.

2. Matters of material noncompliance

a.

Inquire of management whether matters of material
noncompliance were noted by the service organization's
independent accountants.
If yes, verify that:

i. The report discloses the impact of noncompliance on
the lender's portfolio or
ii. A separate communication is obtaining disclosing the
impact of the noncompliance on the lender's
portfolio.
b. Compare noncompliance findings materially impacting
the lender's portfolio to management's assertions.
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AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAMWORK PROGRAM (Continued)

COMPLIANCE PROCEDURES
c.

Performed
By

Date

W/P
Ref.

Report relevant service organization matters of material
noncompliance affecting the lender's portfolio in the
Schedule of Findings and Questioned Amounts.

B. ED FORM 799s
1. Agree the loan information reported in the ED Form 799s
submitted during the period to the billing information
provided by the service organization.

2. For service organization prepared ED Form 799s, verify that
billings from service organization included fees for Form
799s preparation.
C. For all assertions not covered by the service organization's
report, perform the procedures listed below to the management
assertions:
1. (Assertion I) Agree the loan information reported on the
quarterly ED Form 799s to the credit union's accounting
records.
-----------

-----------

---------

2. (List assertions)___________________________________

Prepared by:--------- --------------------------------------------------- Date: _-----------------------------------------(In-Charge)
Reviewed by:------ —-------------------------------------------------- Date:------------------------------------------(Partner)

C6.013

9/95

C-65

CREDIT UNION AUDIT MANUAL

-----------------------------------------------------------------------------------------------------------------AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
FEDERAL FAMILY EDUCATION LOAN PROGRAM —
WORK PROGRAM (Continued)

COMPLETING THE ENGAGEMENT
1.

Performed
By

Date

W/P
Ref.

Draft report for:

a. Agreed-upon procedures (alternative) engagement

b. Combined engagement

2.

Prepare a letter commenting on prior year's matters, if
applicable.

3.

Consider whether findings detected conditions or circumstances
that would make the risk assessment documented in the planning
stage no longer applicable.

a. Determine report implications and document additional
procedures performed thereof.
4.

If evidence obtained during the engagement indicated the possible
existence of an irregularity, illegal act, or situation indicating
fraud or abuse, consider its implication on the scope of our
procedures and the nature of our report.

a. If applicable, prepare a separate report, as described in the
ED Audit Guide.

5.

Obtain signed representation letter, dated the last day of field work.

6.

Complete time accumulation and compare to budget.

7.

Clear and dispose of all review notes.

Prepared by:Date:
(In-Charge)

Reviewed by:------------------------------------------------------------ Date:
(Partner)
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C6.014

REPORT ON AGREED-UPON PROCEDURES (ALTERNATIVE)
ENGAGEMENT

Independent Accountant's Report

[Lender]

We have performed the procedures included in Section III of the Audit Guide, Compliance Audits
(Attestation Engagements) of the Federal Education Loan Program at Participating Lenders (the Guide),
issued by the U.S. Department of Education, Office of Inspector General, dated March 1995, which were
agreed to by the (lender) and U.S. Department of Education solely to assist the users in evaluating
management's assertions included in its representation letter dated (date), which are presented as
accompanying information to this report, relative to compliance with certain U.S. Department of Education
reporting requirements applicable to the (lender's) quarterly Lender's Interest and Special Allowance
Request and Reports (ED Form 799s) submitted during the year(s) ended. The
sufficiency of these procedures is solely the responsibility of the specified users of the report.
Consequently, we make no representation regarding the sufficiency of the procedures described in the
Guide either for the purpose for which this report has been requested or for any other purpose.

[Include a description of procedures and findings.]
These agreed-upon procedures are substantially less in scope than an examination, the objective of which
is the expression of an opinion on whether management's assertions are fairly presented. Accordingly, we
do not express such an opinion. Had we performed additional procedures, other matters might have come
to our attention that would have been reported to you.
This report is intended solely for the information of the supervisory committee, management, and the U.S.
Department of Education, and should not be used by those who did not participate in determining the
procedures. However, this report is a matter of public record and its distribution is not limited.

[Firm's Signature]

[Date]

C6.014
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AGREED-UPON PROCEDURES (ALTERNATIVE) ENGAGEMENT
ACCOMPANYING INFORMATION
Management assertions regarding compliance with the Federal Family Education Loan (FFEL) Program
compliance requirements relative to information prepared and submitted on the lender's quarterly Lender's
Interest and Special Allowance Reports (ED Form 799s) are as follows:

I. The information included in the ED Form 799s submitted to ED during the year(s) ended
pertaining to loans serviced by the service organization(s) agrees with the billing
information provided by the service organization(s). (Applicable when the lender prepares the ED
Form 799)

II. The ED Form 799s submitted during the year were prepared by the service organization.

III. The service organization audit/attestation report meets the requirements of Section III of the Audit
Guide for the alternative method engagement.
IV. All matters of material noncompliance applicable to the lender's portfolio reported in the service
organization audit/attestation report, or in a separate communication, are disclosed in a representation
letter to the independent accountants.
V. The loan information (loan types, interest rates, beginning and ending principal loan balances) and loan
status (past due, in grace, in deferment) reported in Parts I, II, III, IV, V, and VI of the ED Form 799s
submitted during the year(s) ended
agree with the lender's summary accounting
records, such as the general or subsidiary ledgers.
(Note: Assertions I - IV above pertain to those assertions from the standard engagement covered by the
scope of the service organization's audit/attestation report. Assertion V is the same as assertion I from a
standard engagement, which is typically excluded from the scope of the service organization's report.
Other assertions from the standard engagement not included in the service organization's report must be
addressed by the lender's independent accountants.)
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7.809
General ............................................................................... 7.001-7.003
Obtain Legal Letters.................................. 7.201-7.211,7.901-7.902
Performance Appraisals...............................................................
7.808
Preparation of Financial Statements, Notes, and Reports
. .
8.002
Reportable Conditions Communication . . 7.610-7.613, 7.906-7.907
Required Communications............................................... 7.601-7.619
Subsequent Events ...............................................
7.301-7.303, 7.903
Summary of Possible Journal Entries................ 7.401-7.416,7.904
Supervision and Review .................................................. 7.701-7.714

CREDIT UNION INTERNAL CONTROLS STRUCTURE
QUESTIONNAIRE (See: INTERNAL CONTROLS
STRUCTURE)
CREDIT UNION PLANNING MATRIX (See: PLANNING
MATRIX)
CREDIT UNION RISK OF POTENTIAL MISSTATEMENTS
EVALUATION FORM (See: RISK OF POTENTIAL
MISSTATEMENTS EVALUATION FORM)
CREDIT UNION SERVICE ORGANIZATION (CUSO)...................

2.501

CREDIT UNION TESTS OF BALANCES AUDIT
PROGRAM (See: TESTS OF BALANCES)

DEPARTURES FROM GAAP...........................

8.108-8.111,8.120-8.122

DIRECT LEASE FINANCING CONFIRMATION........................
DISCLOSURE CHECKLIST...............................................................

6A.618

8.400

ELECTRONIC FORMS
Audit Program Generator..................................................
1.204-1.206
Lotus 1-2-3.....................................................................................
1.202
WordPerfect..................................................................................
1.201
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EMERGING ISSUES TASK FORCE (EITF) CONSENSUS
Selected Consensuses Outstanding as of July 1995 .............

INDUSTRY TRENDS.................................................................... 2.101-2.111
1.400
INSURANCE IN-FORCE CONFIRMATION REQUEST................... 6A.642

ENGAGEMENT LETTERS
Authoritative Pronouncements..............................................
3.202
Change in Engagement ...............................................................
3.204
Contents.........................................................................................
3.205
Contractual Obligation.................................................................
3.202
Illustration ....................................................................................
3.702
Planning.........................................................................................
3.203
Sample GAAS Audit....................................................................
3.702
Supervisory Committee Audit..................................................
A4.001

ENGAGEMENT PERFORMANCE REVIEW CHECKLIST..........

7.908

ERRORS (See: ILLEGAL ACTS; IRREGULARITIES; MISSTATEMENTS)
Audit Planning.................................................................... 3.322-3.331
Communication Requirements............................. 7.616,8.112-8.113
Engagement Performance Review Checklist.............................
7.908
Report on (See: AUDITOR'S REPORTS)
ETHICS INTERPRETATIONS AND RULINGS
Interpretation of, 101-1.A4:
Rule 101....................................................................................
Rule 101-5.................................................................................
Rulings.......................................................................................

3.110
3.110
3.112

INTERNAL AUDITORS
Assessing Competence and Objectivity.......................... 3.357-3.360
Effect of Work on Audit .............................................................
3.361
Evaluating and Testing the Internal Auditor's Work .............
3.362
Obtaining and Understanding of Internal Audit Function ...
3.358
Relying on the Work of...............................................................
3.357
Use to Provide Direct Assistance...............................................
3.363

INTERNAL CONTROLS STRUCTURE REPORTABLE
CONDITIONS FORM .................................................................

GOING-CONCERN
Audit Planning.................................................................... 3.338-3.343
ReportonUncertainty..........................................
8.125-8.126,8.203
ILLEGAL ACTS (See also ERRORS; IRREGULARITIES;
MISSTATEMENTS)
Communication................................................................. 7.614-7.615
Defined .........................................................................................
3.334
Detection Responsibilities ............................................... 3.333-3.337
Report on (See: AUDITOR'S REPORTS)

8.300

INDEPENDENCE
Auditor's Report ...................................................................
8.132
Code of Professional Conduct.......................................
3.108-3.109
Documenting.................................................................................
3.701
GAAS Audits .................................................................... 3.106-3.107
Interpretations and Rulings............................................... 3.109-3.112
Supervisory Committee Audits ...............................................
Al.008
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INTERIM WORK ASSIGNMENT PROGRAM
AICPA Statement on Auditing Standards No. 55.....................
3.611
Assessment of Control Risk .......................................................
3.612
Letters of Introduction.................................................................
3.614
Procedures ......................................................................... 3.615-3.617
Program.........................................................................................
3.709

2.601

FINANCIAL STATEMENTS
Disclosure and Auditor's Report Checklists.............................
8.400
Financial Statement Control Form............................................
8.600
Preparation....................................................................................
7.714
Samples.........................................................................................
8.300
Technical Review............................................................... 7.711-7.713
Technical Review Checklist.......................................................
7.909

ILLUSTRATIVE CREDIT UNION FINANCIAL STATEMENTS . .

INTERIM WORK
Interim Work Assignment Program..........................................
3.709
Performance of.................................................................. 3.601-3.612
Purpose of ....................................................................................
3.602

6A.619

FINANCIAL ACCOUNTING STANDARDS BOARD (FASB) (See:
STATEMENTS OF FINANCIAL ACCOUNTING STANDARDS)
FINANCIAL INSTITUTION REFORM, RECOVERY,
AND ENFORCEMENT ACT (FIRRERA)
Cease and Desist Orders and Removal
and Prohibition Order.............................................................

3.312-3.314

INTERNAL CONTROLS
Accounting System.......................................................................
5.005
Computer Controls.......................................................................
5.300
Control Environment.......................................................... 5.003-5.004
Control Procedures............................................................. 5.006-5.007
Consideration of............................................................................
5.001
Documentation of............................................................... 5.008-5.013
Internal Controls Questionnaire........................................ 5.100,5.200
Reportable Conditions Form.......................................................
5.500
SAS No. 55 ....................................................................................
5.002
Testing of............................................................................ 5.014-5.017
Weakness.......................................................................................
5.018

FEDERAL FAMILY EDUCATION LOAN PROGRAM (See:
STUDENT LOAN PROGRAM)
FEDERAL FUNDS PURCHASED CONFIRMATION..................

INTEGRITY OF MANAGEMENT..........................................

5.500

IRREGULARITIES
Audit Planning..................................................................... 3.322-3.331
Communication Requirements.......................................... 8.112-8.113
Engagement Performance Review Checklist.............................
7.908
Report on (See: AUDITOR'S REPORTS)

LEGAL LETTERS
Considerations in Obtaining.............................................
Sample Letters.....................................................................
LENDING DEPARTMENT

7.200-7.211
7.901-7.902

................................................................

2.205

LETTER OF INTRODUCTION
Financial Institution ..................................................................
Firm ............................................................................................

6A.636
6A.637

LIFE INSURANCE STANDARD CONFIRMATION
INQUIRY .......................................................................................

6A.641

MANUAL
Documentation....................................................................
1.002-1.003
Organization of the Manual ............................................. 1.004-1.014
Purpose of .................................................. 1.001-1.003,1.101-1.102
MATERIALITY
Audit Planning....................................................................
3.344-3.350
Computation Form.......................................................................
3.707
Use of the Computation Form.......................................... 3.349-3.350
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MEMBER ORGANIZATIONS AND RESOURCES

.......................

2.212

POSITIVE LOAN REQUEST..........................................................

MEMBER SERVICES DEPARTMENT............................................

2.204

POTENTIAL MISSTATEMENTS .....................................................

MISSTATEMENTS
Materiality ............................................................
7.405-7.406, 7.408
Prior year......................................................................................
7.404
Summary of Possible Journal Entries Form . . . 7.407-7.416, 7.904
MORTGAGE LENDING DEPARTMENT .......................................

MORTGAGE PAYABLE OR LONG-TERM
DEBT CONFIRMATION ........................................................

2.206

PRELIMINARY CREDIT UNION SURVEY
QUESTIONNAIRE
AICPA Statement on Auditing Standards No. 22 .....................
3.501
Form...............................................................................................
3.708
Information.......................................................................... 3.502-3.503
Purpose of ....................................................................................
3.501

PUBLIC FUNDS CONFIRMATION................................................

6A.621

NEGATIVE LOAN REQUEST .......................................................

NOTES PAYABLE CONFIRMATION
Negative................................................................................
6A.634
Positive ....................................................................................... 6A.633

ORGANIZATIONAL AND OPERATIONAL STRUCTURE
OF A CREDIT UNION......................................................

3.321

6A.603

6A.632

NATIONAL CREDIT UNION ADMINISTRATION (NCUA)
Accounting and Reporting Requirements.... 2.601,2.603-2.604
Laws and Regulations.................................................................
2.608
Supervisory Committee Audit..................................... Al.002-Al.004

NOTES RECEIVABLE CONFIRMATION (OTHER THAN
LOANS) - POSITIVE REQUEST...........................................

6A.622

6A.629

2.201-2.212

OVERALL ENGAGEMENT RISK
Auditability of the Entity........................................... 3.317-3.319
Business Environment.................................................................
3.320
Credit Union Audits....................................................................
3.311
Integrity of Management.................................................. 3.312-3.314
Primary Components....................................................................
3.308
Use of Financial Statements............................................ 3.315-3.316

REGULATOR'S ACCESS TO AUDIT WORKPAPERS .... 3.205, 3.207
Sample Letter to Regulator..........................................................
3.710

REGULATORY ENVIRONMENT.......................................... 2.601-2.608
CAMEL System.................................................................. 2.605-2.607
Regulations....................................................................................
2.608
State Supervisory Committee Audit Requirements................
A2.000
REISSUANCE, AUDITOR'S REPORT...................................

8.133-8.141

RELATED-PARTY CONFIRMATION ..........................................

6A.620

REPORTABLE CONDITIONS
General ........................................................................ 7.601-7.613
Material Weaknesses...............................
7.608
Sample reports on ............................................................. 7.906-7.907

REPORTS (See: AUDITOR'S REPORTS)
REPRESENTATION LETTERS
Purpose of ..............................................................................
7.501
Audit and Accounting Guide, Audits of Credit Unions —
Additional Disclosures................................................................
7.502
Sample of.......................................................................
7.905, A4.002
Statement on Auditing Standards No. 19 ........................ 7.502-7.503

PARTICIPATION LOANS CONFIRMATION
Purchased.............................................................................
6A.601
Sold............................................................................................... 6A.602

REPURCHASE AGREEMENT CONFIRMATION........................

6A.612

REQUEST FOR BANK CUT-OFF STATEMENTS........................

6A.611

PENSION PLAN CONFIRMATION-DEFINED BENEFIT ....

RISK ASSESSMENT

PENSION PLAN CONFIRMATION — DEFINED
CONTRIBUTION.....................................................................

6A.605

6A.604

PERFORMANCE APPRAISALS.......................................................

7.808

PLANNING (See: AUDIT PLANNING)
PLANNING MATERIALITY
Materiality Computation Form ...........................................
3.707
Materiality Table............................................................... 3.346-3.347
Overall Materiality............................................................ 3.344-3.345

PLANNING MATRIX
Form........................................................................................
4.502
Purpose of ....................................................................................
4.322
Use of.................................................................................. 4.323-4.325
PLANNING MEMORANDUM
Detailed Instructions.............................................................
3.402
Engagement Planning .................................................................
3.401
Form...............................................................................................
3.706
Purpose of ....................................................................................
3.401

...............................................................

RISK OF POTENTIAL MISSTATEMENTS
EVALUATION FORM............................

3.308-3.321

3.321, 4.318-4.321, 4.501

RISKS AND UNCERTAINTIES
Audit Considerations.......................................
1.339-1.341,6.400
Disclosure Requirements.............................................................
8.400
SOP 94-6 ............................................................................. 1.326-1.341

SAFEKEEPING CONFIRMATION
Negative................................................................................
6A.615
Positive .......................................................................................
6A.614
SAMPLING
Statement on Auditing Standards No. 39 ............................
4.406
Tests of Balances:
Approach ....................................................................... 4.418-4.422
Evaluating Results.......................................................... 4.439-4.442
Forms and Documentation .......................................... 4.502-4.504
Judgmental Method........................................................ 4.428-4.430
Model Approach.......................................................................
4.431
Nonstatistical Approaches............................................. 4.427-4.438
Selection Techniques..................................................... 4.443-4.449
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Tests of Controls:
Approach .............................................................................
4.406
Attributes Sampling.................................................................
4.413
Evaluation of Results.................................................... 4.416-4.417
Factors Affecting Sample Size..................................... 4.407-4.408
Nonstatistical Sampling ............................................... 4.409-4.411
Statistical Sample Sizes ............................................... 4.414-4.415

SAVINGS (DEPOSIT) REQUEST
Negative................................................................................
6A.623
Positive ....................................................................................... 6A.624
SCHEDULING LETTER
Firm .....................................................................................
6A.638
NCUA.........................................................................................
6A.639
State ............................................................................................
6A.640

Internal control memo..........................................................
C6.005
Lender pay history search request.......................................
C6.004
Loan testing worksheet..........................................................
C6.007
Management's assertions ....................................................
C6.003
Management representation letter.......................................
C6.002
Materiality................................................................. C2.401-C2.403
Planning.................................................................... C2.400-C2.414
Sample auditor's report .......................................................
C6.009
Sampling.................................................................... C2.409-C2.414
Schedule of findings and questioned amounts ..................
C6.008
Reports ......................................................................... C5.000-C5.011
Deadlines ................................................................. C1.200-C1.204
Sample reports.......................................................
C6.009, C6.014
Types of Engagements.................................................. C2.100-C2.101
Yellow Book Requirements ....................................... C1.104-C1.105
SUBSEQUENT DISCOVERY OF FACTS................................

8.138-8.141

8.107

SCOPE LIMITATION, AUDITOR'S REPORT...............................

SECURITIES CONFIRMATION....................................................

6A.630

SUBSEQUENT EVENTS
Procedures ................................................................... 7.301-7.303
Review Program ..........................................................................
7.903

SOP 94-6 (See: RISKS AND UNCERTAINTIES)

STAFFING..................................................................................

STANDARD FORM TO CONFIRM ACCOUNT BALANCE
INFORMATION WITH FINANCIAL INSTITUTIONS.........

3.351-3.354

6A.606

STANDARD WORKING PAPERS PACKAGE
Client-Prepared Schedules................................................
6A.703
Development of............................................................ 6A.701-6A.702
Listing of....................................................................................
6A.705

STATEMENTS OF FINANCIAL ACCOUNTING
STANDARDS (SFAS),
No. 107 ......................................................................................
1.301
No. 114 ............................................................................... 1.303-1.307
No. 118 ............................................................................... 1.303-1.307
No. 119 ............................................................................... 1.308-1.309
No. 121 ............................................................................... 1.310-1.317
No. 122 ............................................................................... 1.318-1.323
Interpretation 41 .................................................................. 1.324-1.325
STATEMENTS OF POSITION
SOP 94-6 ...................................................................... 1.326-1.341
Proposed SOP, Environmental Remediation Liabilities.......................... 1.356
STATEMENTS ON AUDITING STANDARDS
(See: AICPA)

STATEMENTS ON STANDARDS FOR ATTESTATION
ENGAGEMENTS (SSAE),
Proposed SSAE—Agreed-upon Procedures Engagements ...

1.355

STUDENT LOAN PROGRAM
Agreed-upon Procedures Engagements:
Engagement letter.................................................................. C6.010
Management representation letter.......................................
C6.011
Management's assertions letter ..........................................
C6.012
Performance procedures.......................................... C4.001-C4.004
Sample accountant's report..................................................
C6.014
Work programs ....................................................................
C6.013
ED Form 799 ............................................... C1.003-C1.004; C3.003
Examination Engagements:
Audit procedures....................................................... C3.001-C3.015
Audit program .......................................................................
C6.006
Auditor's report....................................... C5.002-C5.003; C6.009
Engagement letter.................................................................. C6.001
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SUBSTANTIVE TESTS (See: ANALYTICAL PROCEDURES;
TESTS OF BALANCES PROGRAMS)
SUMMARY OF POSSIBLE JOURNAL ENTRIES
FORM
Establishing Thresholds for Posting
Unadjusted Misstatement ............................................. 7.405-7.406
Form..............................................................................................
7.904
Misstatements From the Prior Year..........................................
7.404
Purpose of ....................................................................................
7.402
Statement on Auditing Standards No. 47 ..................................
7.401
Use of.................................................................................. 7.407-7.416
SUMMARY OF TIME SAVINGS FOR NEXT YEAR.....................

3.705

SUPERVISION AND REVIEW
AICPA Statement on Auditing Standards
No. 22 ..................................................................................
7.702
AICPA Statement on Quality Control
Standards No. 1 ...................................................................
7.701
Engagement Performance Review
Checklist................................................................................
7.908
Review of Working Papers.......................................... 7.704-7.706
The In-Charge Review.............................................................
7.707
The Partner Review....................................................... 7.708-7.710
The Technical Review
Checklist................................................................................
7.909
Performance of..........................................................................
7.711
Policies and Procedures................................................ 7.712-7.713
SUPERVISORY COMMITTEE AUDIT

Authoritative Literature............................................... A1.006-A1.013
Independence.......................................................................... Al.008
Engagement Letter
Sample....................................................................................
A4.001
Use of ....................................................................................
Al.017
Forms from Audit Documentation System.............................
A3.000
Nature and Scope.......................................................... Al.001-Al.005
Planning.......................................................................... Al.015-Al.016
Reporting Results Of..................................................... Al .024-Al .025
Representation Letter
Sample................................................................................ A3.004
Use of ....................................................................................
A1.023
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State Requirements For............................................................
A2.000
Summary Table ....................................................................
A2.002
Work Program
Sample (Supervisory Committee Work Program).............
A3.005
Suggested Procedures ............................................ Al.018-Al.022

TIME CONTROL ................................

3.352-3.353,3.703-3.705,7.809

TRAVELER'S CHECKS - POSITIVE
CONFIRMATION......................................................................

UNCERTAINTY, REPORT ON.....................

TECHNICAL REVIEW CHECKLIST...............................................

7.909

TELLER DEPARTMENT .................................................................

2.203

TESTS OF BALANCES
ABC System.................................................................................
6.004
Audit Program...............................................................................
6.400
Evidential Matter.........................................................................
6.307
Extent ............................................................................................
6.305
Reliance on Analytical Procedures............................................
6.200
Sampling (See: SAMPLING-TESTS OF BALANCES)
Substantive tests................................................................. 6.101-6.102
Timing................................................................................. 6.302-6.303
Use of program................................................................. 6.305-6.307

6A.613

1.351, 1.353, 8.117-8.126

USERS OF CREDIT UNION FINANCIAL
STATEMENTS....................................................................

2.701-2.706

WORKING PAPERS AND CORRESPONDENCE
AICPA Statement on Auditing Standards
No. 41 ....................................................................
6A.101, 6A.108
No. 67 ....................................................................... 6A.102-6A.107
Confirmation Package...............................................................
6A.600
Current File Working Papers ..................................................
6A.301
Indexing Working Papers............................................. 6A.501-6A.502
Planning and Supervision File..................................................
6A.202
Permanent File ..........................................................................
6A.401
Purpose of ..................................................................................
6A.001

TESTS OF CONTROLS
Computer Controls...................................................... 5.318-5.326
Performance of .................................................................. 5.014-5.017
Program.........................................................................................
5.400
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RETURN THIS CARD TODAY TO OBTAIN YOUR
EXAMINATION PACKAGE TO EARN UP TO 4 CPE

HOURS IN SPECIALIZED KNOWLEDGE
o order your examination package for the
CPE course included in the Integrated

Practice System Credit Union Audit Manual,

fill out and return the postage-paid postcard
today! Or enclose the card in an envelope and
send to:

AICPA Order Dept.
P. 0. Dox 2209
Jersey City
NJ 07303-2209
Due to the uniqueness of this offer, no phone

or fax orders can be accepted. Only three
self-study examination packages per manual
may be ordered.

Your State Board of Accountancy is the final
authority for the number of credit hours
allowed for a particular program as well as
the classification of courses under its
specific licensing requirement. CPE require
ments vary from state to state. Contact your
state board for information concerning your
state’s requirements as to the number of
CPE credit hours that you must earn and the
acceptable fields of study.

Titles Available in the AICPA
Integrated Practice System
Engagement Manuals Series
Auto Dealership Engagement Manual

(2 Volumes)

Banks and Savings Institutions Audit Manual (3 Volumes)

Compilation and Review Manual

(2 Volumes)

Comprehensive Engagement Manual

(4 Volumes)

Construction Contractors Audit Manual

(2 Volumes)

Credit Union Audit Manual

(2 Volumes)

Not for Profit Organizations Audit Manual

(2 Volumes)

Quality Control Manual for CPA Firms

Small Business Audit Manual

(1 Volume)
(2 Volumes)

